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JUST PUBLISHED 


“15 Cuvrent “Jar Problems peualyzed” 


WHEN lawyers and accountants talk about tax 


problems they are themselves working with, the 
rest of the tax fraternity gets the best possible 
help in solving its own problems. This is exactly 
what happened at the Texas CPAs’ Fourth Annual 
Tax Institute last fall—15 widely recognized tax 
experts reported on how they are solving particular 


tax problems. 


Now the proceedings of that Institute are available 
for others to use. Here, in 15 concise papers, are 
analyzed 15 of the most difficult tax problems fre- 


quently encountered today. 


These authors represent well-known legal and 
accounting firms. Their analyses in this new book 
are at a high technical level, authoritative enough 
for the confident use of the tax man with a 


problem. 


This practical volume belongs in the office of every 
lawyer and accountant who is interested in apply- 
ing the best current thought to his client’s prob- 


lems. 


260 PAGES 6 x 9 INCHES CLOTH $4.95 


Use this coupon to order ~_» 


To: The Journal of Taxation, Inc. 
147 E. 50th St., New York 22 


Please send me copies of “15 Current Tax Problems 


Analyzed”—the proceedings of the 4th Annual Tax Institute of 


the Texas Society of CPAs, at $4.95 each. | enclose $ 


city i ia zone “state 


These subjects are covered: 


Note the wide range of subjects covered, and the authori- 
tative nature of the contributors to this new book. The 
papers are: 


1. “How to handle doubtful nonbusiness deductions under 
the 1954 Code,” by W. M. Simpson, partner, Mothers- 
head, Simpson & Hamilton, Harlingen, Texas. 


2. “When, where and how to obtain an official Revenue 
Ruling,” by Laurens Williams, partner, Sutherland, Asbill 
& Brennan, Washington, D. C., former Assistant to the 
Secretary of the Treasury and Head, Legal Advisory 
Staff, Treasury Department. 


3. “The uses and misuses of the short term trust in estate 
planning,” by C. W. Wellen, with Fulbright, Crooker, 
Freeman, Bates & Jaworski, attorneys, Houston. 


4. “What powers of control render the grantor of a trust 
liable to tax?’’ by Rupert N. Gresham, partner, Boyle, 
Wheeler, Gresham, Davis & Gregory, attorneys, San 
Antonio. 


5. “Effects of Texas community property law on taxation 
of insurance,” by Thomas E£. Berry, an attorney with 
Baker, Botts, Andrews & Sheperd, Houston. 


6. “How to avoid tax penalties in drawing out earnings of 
closely held corporations,”” by Albert A. Helfand, partner, 
Albert A. Helfand & Co., CPAs, Dallas. 


7. “Avoiding the trap of an unexpected, untimely and un- 
wanted dividend,’ by L. William Seidman, partner, Seid- 
man & Seidman, CPAs, Grand Rapids. 


8. “Special problems of reorganizing the small, closely held 
corporation,”” by Wallace M. Jensen, partner, Touche 
Niven Baily & Smith, CPAs, Detroit; general chairman, 
committee on Federal Taxation, AICPAs. 


9. “Tax problems of executive compensation in a closely 
held corporation,”” by Roy G. Mosher, partner, Peat, 
Marwick Mitchell & Co., CPAs, St. Louis. 


10. “Increased volume of foreign trade and investment creates 
tax problems,” by John F. Costelloe, an attorney, Tax 
Director, Radio Corporation of America. 


11. “Tax problems of a company operating in neighboring 
states,” by Stanley Ward, a CPA, is Director of Taxes, 
Tennessee Gas Transmission Co., Houston. 


12. “Difficulties of doing business in Texas under the 
franchise tax,” by James M. Erwin, partner, Ernst & 
Ernst, CPAs, Houston. 


13. “Problems of aggregation and taxation of oil payments 
and lease bonuses,” by Ream V. Miller, General Tax 
Manager, Shell Oil Co., New York. 


14. “Some tax planning pointers for the oil and gas opera- 
tor,” by Charles J. Anthony, partner, Arthur Andersen 
& Co., CPAs, Dallas. 


15. “Special tax problems of natural resources other than oil 
or gas,” by Leland E. Fiske, an attorney with Kilgore & 
Kilgore, Dallas. 
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IRS continuing attack on insured 


redemptions despite court setbacks; 


Sanders reversed 


by ROBERT J. LAWTHERS 


With the reversal by the Tenth Circuit in Sanders v. Fox, the Government has lost 


on appeal the third of the three cases in which it was successful in the lower court 


in taxing stockholders on the premiums paid by their corporations on life insur- 


ance on their lives. Yet an analysis of shifting position taken by the Government 


in its briefs in these. appeals and a consideration of Holsey, an uninsured redemp- 


tion case, indicate that the IRS is testing a wide range of theories which might 


support taxation of the stockholders of closely held corporations when they actually 


carry out their buyout plans, insured or not. Though Mr. Lawthers foresees ul- 


timate victory for taxpayers, it is important that plans now in effect conform as 


closely as possible to the normal, routine, orthodox arrangement. 


I CasaALe, and in fighting the battles 
on Prunie 
the 


and Sanders in the trial 


courts, Government seems to have 

been really attempting to get premium 
d 5 5 

payments taxed as income to share- 


holders. However, there seems to have 
been some change in tactics following 
the Casale reversal. 

In its brief on the Prunier appeal, the 
Government threw away whatever 
chance it may have had of winning the 
case by failing to make any attempt to 
controvert the taxpayers’ argument that 
the corporation was the equitable owner 
of the policies. It concentrated on the 
stock 


benefit of redemptions to the 


shareholders of closely held corporations. 


In the government brief on the 
Sanders appeal, we find, to some ex- 
tent, a similar tactic, but with an added 


The 
the benefits to the corporation of a stock- 


refinement. Government concedes 
redemption agreement, and life insur- 
ance to implement such an agreement, 
but claims that these must be weighed 
against benefits to shareholders. It con- 
tends that the shareholders will be found 
to benefit more, and should therefore be 
taxed. 


Before we analyze the position of the 


Government and the courts in these three 
cases involving premiums, let us look 


for a moment at Holsey,! not involv- 


ing insurance premiums, in which 
the Tax Court unanimously found a 
50% shareholder liable for income tax 


on the amount used by his corporation 
to redeem the other 50% of the out- 
standing stock. The Tax Court saw this 
as essentially the same as though the 
corporation had made funds available 
to the remaining shareholder for him 
personally to acquire the retiring share- 
holder’s stock. 

Is the government less concerned, per- 
haps, with winning the premium battle 
than with an attempt to tax shareholders 
at some time in connection with stock 
redemptions? 

Tax 
Court should stand up, then, in closely 


If the Holsey doctrine of the 


held corporations, provisions for stock 
redemptions could result in income-tax 
liability for remaining shareholders at 
the time of redemption if there is no 
insurance, or insurance which has not 
insulated 
from the corporation, or could result in 


previously been adequately 
such liability at the time of premium 
payment if there is insurance which has 


* Doran et al v. 


really been insulated—apparently a diff- 
cult feat to achieve. 

From Golden,2 we know that, if a 
corporation pays premiums on life in- 
surance of which it is not the beneficiary, 
the payment by the insurance company 
to the beneficiaries at the death of the 
insured can be deemed the distribution 
of a taxable dividend by the corporation 
—if the corporation has reserved a sufh- 
ciently substantial interest in the policy 
to be extinguished at death. Under such 
circumstances, the premiums, as paid, 
will not be taxable. 

From Doran,’ we know that 
payment of insurance proceeds, 
by corporation-paid premiums, 
constitute such a distribution if the cor- 


such a 
created 
cannot 


poration has not retained an interest to 
be extinguished at death and it is not a 
conduit at the death of the insured. In 
such event, if anything is taxable, it 
must be the premiums as paid. 

From Bonwit,4 we know that the pay- 
ment of an insurance premium can 
represent a taxable distribution by a 
corporation if at death the proceeds of 
the insurance are to be paid other than 
for its benefit, and it has not reserved 
rights through which it may prevent 
such payments of the proceeds—even 
though the taxpayer deemed to receive 
the distribution does not possess the 
right to change beneficiaries, to sur- 
render the policy or to exercise other 
policy rights. 

At the present stage of development, 
both Prunier and Sanders could repre- 
sent mere skirmishes, lost by the Govern- 
ment without too much pain so far as 
the taxability of premiums is concerned 
—part of the war represented by Holsey, 
but secondary to an attempt to establish 
its general principle. If, before death 
had the had 
fought the premium battle on Doran, 


occurred, Government 
and had lost, the ammunition needed by 
the Government for the winning of the 
tax on the insurance proceeds at death 
might have been furnished by the tax- 
payers’ victory on the premiums, and 
their arguments used to achieve it. 

If Holsey should stand up, and other 
similar cases which would then follow, 
with, perhaps, the refined technique of 
the Sanders brief respecting the weigh- 
1 Joseph R. Holsey et ux., 28 TC No. 107 
57), on appeal CA-3. See Springer, ““New 
Court Policy,” 7 JTAX 269 (Nov. 1957). 
2 Golden v. Commissioner, 113 F.2d 590 (CA-3, 
1940), aff’g 39 BTA 676. See Lawthers, “‘Life- 
Insurance Proceeds Subject to Income Tax,’ 


C.L.U. Journal, Vol. XI, No. 1, p. 44 (Winter, 
1956). 


(8/8 
Tax 


Commissioner, 246 F.2d 934 
(CA-9, 7/9/57), rev’g TC Memo, P-H 56,121, 
CCH 21,738. See Lawthers, op. cit. note 2. 
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benefits, the 
Prunier and Sanders could 
look forward to liability 
when stock is redeemed at a death. 


ing of the taxpayers in- 
volved in 


income-tax 


The premium cases; Casale 

\s you will recall, Casale (26 TC No. 
1020, Rev’d. Unan. 247 F.2d 440) in- 
volved a deferred-compensation agree- 
ment between an employed 98% share- 
holder and his corporation, and insur- 
ance on his life paid for by the corpo- 
ration. The insurance policy provided 
solely for the corporation as beneficiary, 
The 


policy was not referred to in the de- 


endowment payee and owner. 
ferred-compensation agreement, and was 
not in any way set aside to be devoted to 
Nevertheless, 


fulfilling the agreement 


the Tax Court, in a unanimous decision, 


| 


found that premiums paid by the corpo- 


ration were taxable income to the in- 

sured on a pseudo alter ego theory.5 
But the Second Circuit, in its unani- 

versal, reafirmed the realities of 


mous re 


the law. A corporation actively engaged 


in business is not a sham for tax pur- 
poses. An asset owned, without restric- 
tion, by such a corporation cannot be 


attributed to a shareholder, even though 


the asset be a life-insurance policy. So 
long as the policy and its proceeds will 
be available to creditors of the corpora- 
tion in the event of insolvency, any in 
terest the insured is at the most tenta- 
tive nd he cannot be currently taxed.® 


| y (28 


IC No. 19, Rev'd. Unan. 


818) involved payment of 


premiums by a corporation on insurance 
polici mn the lives of two brothers who 
together owned all (later, almost all) 


of its stock. The policies, according to 


their were solely for the benefit 
of tl individuals. However, there 
wer neptly worded entries on the 
corpo minute books which could be 
cor is requiring the use of the 
policies and thei proceeds to effect 
a redemption by the corporation of the 


insured’s stock at his death. With three 


judges dissenting, the Tax Court found 
taxable income to the brothers with each 
premiu payment. 

The First Circuit unanimously re 
Commissioner v. Bonwit, 87 F.2d 764 (CA-2, 


g in part and rev’g in part Paul J. 
} BTA 507, cert. den. 302 U.S. 694. See 
nfra note 17. 








Lawthers, ‘““‘Weakness in Casale decision,” 5 
JTAX 342 (Dec. 1956). 
"See: Jones and Gleason, “Casale Reversed,” 7 


JTAX 8 (Nov., 1957); and Lawthers, “Life 
Insurance Carried by a Corporation,’ The Prac- 
tical Lawyer, Vol. 3, No. 7, p. 70 (Nov., 1957). 
See: Mannheimer and Friedman, “Stock-Re- 








that under 
Massachusetts law the corporation was 


versed, on the ground 
the equitable owner of the policies, and 
thus there could be no tax to the share- 
holders with each premium payment— 
expressly leaving open the question of 
tax liability at the death of an insured. 
However, there are dicta respecting the 
limited 


utility of attempting to dis- 


tinguish between corporate purposes 


and shareholder purposes, in acts of 
closely held corporations, and respecting 
the benefits to such corporations of 
stock redemptions and agreements to 
effect them. From these it seems unlikely 
that the First Circuit would go along 
with any 


broad, generally applicable 


doctrine that remaining shareholders 
benefit from such redemptions to such 


an extent that they should be taxed. 


Sanders—the facts 

Sanders (149 F. Supp. 942) is, in many 
ways, the most interesting case of the 
entered into a 


three. A corporation 


stock-redemption agreement with its 
four employed shareholders, a husband 
and wife, who, together, owned a ma- 
jority of the stock, and a son and an- 
other employee, who owned equal 
minority interests. The corporation paid 
premiums on insurance on each life. 
Fach policy named such death bene 
ficiary as the insured had specified, but 
provided that during the life of the in- 
sured every incident of ownership should 
be exercisable by the corporation. By 
the stock-redemption agreement, the 


corporation agreed to pay premiums 
from earnings or surplus which would 
otherwise be available for distribution 
as dividends, to set the policies aside as 
a special reserve to carry out the agree- 
ment, and to name such death bene 
ficiary therein, from time to time, as the 
insured might desire. 

The price to be paid by the corpo 
ration for the stock of a deceased shar« 


holder was to be determined, from time 


to time, from a value assigned to all 


stock of the corporation by a unanimous 
vote passed at a duly called stockholders’ 
meeting. It was expressly provided that 
this value was not to include any value 


on account of the insurance policies 


carried pursuant to the agreement. The 


tirement Agreements—The Prunier and Sanders 
Cases,”” 35 TAXES 567 (August, 1957); and 
Lawthers, “‘Prunier offers no threat to a sound 
insured buyout plan,”’ 7 JTAX 2 (July, 1957). 
*See Lawthers, “Prunier reversed,” 8 JTAX 12 
(Jan., 1958). 

*See Mannheimer and Friedman, op. cit. note 7. 
‘© Paramount-Richards Theatres, Inc., et al. v. 
Commissioner, 153 F.2d 602 (CA-5, 1946), aff’g 
TCM, P-H 44,274, CCH 14,085. 

11176 F.2d 646 (CA-1, 1949). 
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price of a decedent's stock was to be the 
proportionate part of the value so ar- 
rived at (corresponding to his propor- 
tion of stock ownership) plus the same 
proportionate part of the cash surrender 
value of all policies carried pursuant to 
the agreement, including those on the 
decedent's life. If, however, the pro- 
ceeds of such insurance on the deceased 
shareholder's life should be in excess of 
the price that would otherwise be de- 
termined, the insurance proceeds would 
then be the minimum purchase price. 

Payment by the insurance company to 
the beneficiaries named in the policies 
on the decedent's life was to be deemed 
a payment by the corporation for the 
stock of the decedent; or if the insur- 
ance proceeds should be less than the 
price to be paid for all of the stock, for 
as much of the stock as could be pur- 
chased with the insurance proceeds. In 
the latter event, the corporation would 
have an option to purchase remaining 
stock with earnings or surplus. 

If at any time the corporation should 
not have earnings or surplus available 
for a premium payment, the agreement 
would terminate, the death beneficiary 
of all policies would be changed to the 
corporation, and the policies would be 
available for any general corporate use. 

If a shareholder should desire, dur- 
ing life, to sell his stock, he would be 
required first to offer it to the corpora- 
tion. If the corporation should elect to 
purchase the stock, the agreement would 
the remaining share- 


continue among 


holders. The corporation would have 
the option of permitting the retiring 
shareholder to buy the policies on his 
life for their cash values, or of changing 
the beneficiary of such policies to itself, 
with itself as sole owner free from the 
terms of the agreement. If, under such 
should 


stock, 


circumstances, the corporation 


decline to purchase the offered 


and the shareholder should sell to any- 


one else, the agreement would auto- 


matically terminate in its entirety, and 
the beneficiary of policies on all lives 


would be changed to the corporation. 


Sanders—the district court’s opinion 


The trial Court upheld the Commis- 
sioner in finding the shareholders, re- 
spectively, liable for tax on the aggre- 
gate premiums on all policies paid by 
the corporation each year, in proportion 

The 
benefits from 


to their shareholdings.® judge 
seems to have seen the 
premium payment as flowing equally to 


the corporation and the shareholders, 


524 ° 


The Journal of Taxation 


[Robert J. Lawthers is Director of Estate 
Planning Services of the New England 
Mutual Life 
Boston.| 


Insurance Company . in 


except that he did see one benefit flow- 
ing solely to the corporation, namely, its 
being assured of keeping its stock intact. 

With 
shareholders, 


to benefits flowing to 
lack of 


benefits 


respect 
there is a dis- 


crimination between seen as 
flowing to an insured shareholder (such 
as his being assured of a fair market 
price for his stock at death, and the pos- 
sible fixing of the value of his stock for 
estate-tax purposes) and benefits which 
would flow to shareholders other than 
the insured (such as the enhancement of 
their proportionate interests in the capi- 
tal and surplus of the corporation afte1 
a redemption had been effected)—inci- 
dentally, neither of which could have 
properly produced exactly the propor- 
taxable income 


tionate allocation of 


among the shareholders that the Com- 


missioner had determined. 
The 


fused by the provision for payment of a 


court seems to have been con- 
proportionate part of the cash values of 
policies in addition to the payment of 
the proportionate part of the otherwise 
determined “fair value.” The trial judge 
seems to have believed that this meant 


that a shareholder would receive more 


than the fair value—ignoring the fact 
that such value was to have been estab- 
lished without reference to the value of 
the insurance policies. He also appears 
to have been influenced by the fact that 
the insurance proceeds would constitute 
the 


insured’s stock even if 


minimum payment for a deceased 


the stock should 


become of little value. 


Economic benefit 


The theory, in this opinion, that if 
shareholders of a corporation and the 
corporation itself benefit equally from 
some expenditure by the corporation, 
the 


expenditure under some economic-bene- 


the shareholders may be taxed on 
fit doctrine, is a novel one. An analogy, 
obscure to me, was seen to Paramount- 
12 The 
F.2d 230 


Emeloid Inc. v. 


(CA-3, 


Co., Commissioner, 189 
1951), rev’g 14 TC 1295. 

18 March Term, 1958, Nos. 5718, 5719 and 5720. 
Majority opinion written by Lewis, Circuit 
Judge; Murrah, Circuit Judge, dissenting. 
4@The court cites the First Circuit’s Prunier v. 
Commissioner and Lewis v. Commissioner. 

15 The court is quoting from Lewis v. O’Malley, 
140 F.2d 735 (CA-8, 1944), rev’g 49 F. Supp. 173. 
1% See Jones and Gleason, op. cit. note 6; 
Lawthers, op. cit. note 7 and infra note 17. 
7 For my 
thers, “The 


and 


see Law- 
of the Small Corpo- 
Vol. XII, No. 1, p. 


recommendations, 
Bark 


detailed 
Fragile 


ration,” C.L.U. Journal, 
(Winter, 1957). 


June 1958 


Richards,!© in which it was held that 
when a corporation makes an expendi- 
not benefit itself but 


equally benefits its two shareholders, the 


ture which does 
amount expended may be taxed equally 
to the two shareholders. 

On the precedent of the Tax Court's 
Casale, and likewise on a pseudo alter 
ego theory, the court ignored the prob- 
lem of timing, and viewed the economic 
benefit to the shareholders as furnished 
at the time of premium payment. 


Sanders—the taxpayers’ brief 

The taxpayers’ brief, on the appeal, 
made the best of the taxpayers’ case. 

It minimized the extent to which the 
policies and their proceeds had been 
insulated from general corporate use. 
It referred to the corporation as the 
owner of the policies, as though the 
agreement setting them aside as a special 
reserve had not been executed, or could 
not possibly have current tax results 
even if absolute. 
the 


conditions under which the policies, or 


It, quite properly, emphasized 
some of them, might be freed from the 
restrictions of the agreement, and thus 
the impossibility of determining whe- 
ther, and under what circumstances, 
what shareholders, if any, would bene- 
fit from a premium payment. 

It took full advantage of the extent to 
which the trial judge had relied on the 
Tax Court’s Casale, with its improper 
considering of the corporation as the 
alter ego of its shareholder, and of the 
very different climate in the light of the 
reversal of Casale by the Second Circuit. 

It denied the benefits which the trial 
judge had seen as flowing to either an 
insured shareholder, or the other share- 
holders, from the agreement, both at the 
time of premium payment and at the 
time of a redemption. It particularly 
that 
realized by remaining shareholders by 


denied taxable income could be 


reason of the redemption by a corpora- 
tion of another shareholder's stock. 
With respect to this last, it made the 
most of the First Circuit’s reversal of 
its earlier Lewis v. Com- 
that Circuit had 
questioned the practicality of attempts 


Prunier, and 
missioner!! in which 


to distinguish between corporate pur- 
poses and stockholder purposes. 

It denied the applicability of Para- 
mount-Richards to the instant facts. 

It emphasized the benefits to be de- 
rived by a closely held corporation from 
a stock redemption, an agreement to 


effect such a redemption, and life in- 


surance to. implement such an agree- 
ment, citing the Third Circuit’s Eme- 
loid.12 


Sanders—the Government’s brief 


The Government concentrated on two 
points: the degree of insulation of the 
policies from general corporate use; and 
what it saw as the weight of benefits as 
between the shareholders and the corpo- 
ration. 

It viewed the circumstances as falling 
between keyman insurance carried by a 
corporation for general corporate pur- 
poses and insurance carried by a corpo- 
ration with the insured as owner and a 
third party as beneficiary. Under the cir- 
it claimed that there 
be a weighing of the benefits. Ingenious- 


cumstances, must 
ly, it admitted a benefit to a closely held 
corporation from an agreement to re- 
deem its stock, and insurance to imple- 
ment such an agreement, but it claimed 
that the principal benefits were to the 
shareholders. 

It distinguished from the Second Cir- 
cuit’s Casale on the ground that in that 
case the corporation was the sole, un- 
restricted beneficiary and owner of the 
policy, whereas in Sanders the corpo- 
ration was not the beneficiary, and had, 
by agreement, restricted its rights to deal 
with the policies. 

With respect to Emeloid, it called at- 
tention to the fact that during the tax- 
able year in question in that case, the 
insurance was carried solely as keyman 
insurance, and that the statements of the 
court respecting corporate purposes of 
stock-redemption agreements were only 
dicta. Furthermore, it took the tack that 
Prunier could be dis- 


Emeloid and 


tinguished because, in deciding them, 
the courts had been concerned merely to 
find some corporate purpose, and that 
the courts had not had the opportunity 
to consider the benefits also derived by 
shareholders and to weigh the two 
against each other. 

Aside from the foregoing, the Govern- 
ment brief was, in the main, of the pick- 


ing-flyspecks-out-of-pepper type. 


The Sanders reversal'3 


Tenth 
Circuit is principally on the matter of 


The majority opinion of the 


timing. The mere entering into of an 
executory agreement between a corpo- 
ration and its shareholders cannot result 
in taxable income to the shareholders. 

Furthermore, the majority does not 
appear to have been impressed by the 
government’s weighing - of - the - benefits 
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argument. “Because of the interlocking 
benefits contemplated by such an agree- 
ment the test of weighing the ulti- 
mate purposes to be served and the po- 
tential benefits, as has been done by 
some courts and as was done by the 
trial court in this case, is impractical.14 
‘In income taxation, no matter what 
form the transactions may take, the in- 
quiry must always go to the funda- 
mental, whether the taxpayer really had 
income a 
Che simple execution of such a 
contract would give rise to no taxable 
because the 


event. . . . It is true that 


stockholder is guaranteed a minimum 
sales price for the stock, the stockholder 
may ultimately benefit considerably from 
the policy and agreement, but the 
amount of gain, if any, can only be 
evaluated at that time. During the con- 
templated life of the policy, the only 
realizable value, the benefits accruing to 
the owner of the policy, is with the 
corporation.” 

If premiums were to be taxed to an 


insured shareholder, he would be subject 


to tax at ordinary rates on the sale of 
capital assets, contrary to the purpose 
of the Sixteenth Amendment. Whether 


the taxpayer will profit from the method 


used must remain a matter of conjec- 


ture until the buyout agreement with 
“. . . [Whether the sale 


will in fact effect a dividend distribution 


him terminates. 


must await the occurrence of his death.” 

Whether or not the possibility of fu- 
ture sale of a policy to an insured, under 
certain circumstances, for its cash value, 
distribution to 


will effect a dividend 


him, must also await the occurrence of 
the eve nt 


“The 


the stockholder arising from the execu- 


immediate present benefits to 


tion of the agreement, such as the assur- 
ance of a market at a guaranteed mini- 
mum return on his stock, the apprecia- 
tion of the value of his stock, and the 
retention of corporate officers acceptable 
to his limited group, are not taxable in- 
Whatever benefits he 


cidents taxable 


may receive from this and 


agreement 
policy are contingent upon future hap- 
penings and incapable of present de- 
termination. The immediate benefits of 
the investment redound to the corpora- 
tion. 

Under 


such circumstances it is not 


proper to impress premiums presently 
being paid with the label of constructive 
dividends. with- 


drawal of a stockholder, tax complica- 


Upon the death or 


tions including the possibility of an 
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assessment of constructive dividends may 
arise, but the solution of these dimly- 
foreseen and nebulous problems must 


await a clearer view 


Evaluation 


Thus, while the Sanders reversal, along 
with the reversals of Casale and Prunier, 
gives Us assurance that premiums will 
not be taxable stock- 
holders if, by the terms of the policies 
and all 


income to the 


agreements and corporate 
minutes referring to them and the cor- 
poration’s statement, it is clear that 
the policies are corporate property, the 
language of the Sanders opinion is a 
warning to the Government to litigate 
the taxability of the stockholders at an- 
other, and far more vital, point in the 
life of the buyout agreement—the time 
of the redemption of the stock. Owners 
of close corporations and their advisers 
face an extremely difficult decision—are 
the undoubted advantages of a com- 
pulsory buyout or redemption agree- 
ment greater than the tax hazard of a 
dividend tax at redemption? 

Holsey or not, cautious practitioners 
will not, in my opinion, be inclined to 
follow the pattern of the agreement used 


in Sanders or of the policy provisions 


there described. A victory won only 
after going through two courts, and 


then only on a split decision, does not 
appear to furnish the most reliable basis 
for future safe action. 

On the other hand, there seems to be 
no need to fear income-tax liability of 
shareholders for premium payments by 
a corporation, despite the use to which 
it is expected that policy proceeds will 
be put, if by the terms of the policies, 
and any agreement referring to them: 
the corporation is free to deal with the 
policies as it may wish; the proceeds at 
death will be available to meet claims of 
corporation creditors if needed for that 
purpose; and other modest and sensible 
precautions are taken.16 

However, the matter of tax liability at 
the time of an actual stock redemption 
is a different problem. Holsey is on 
appeal to the Third Circuit, the circuit 
of Emeloid, which has given so much 
comfort respecting corporate purposes 
in stock-redemption agreements and in- 
surance to implement them. Many of 
that 
the Government would have no card to 


us have been inclined to assume 
play in the taxpayer's appeal of Holsey 
to that circuit. 
the Sanders appeal may indicate that 
the Government 


However, the brief on 


does have a card of 


which we have seen a glimpse but the 
value of which is yet to be finally de- 
termined. If the Third Circuit should be 
inclined to affirm the Tax Court's Hol- 
sey, it may do so with knowledge that 
what it said in Emeloid was only dicta, 
and that it had not then had the oppor- 
tunity to consider the benefits to the 
shareholders and to find them to be 
greater than even the so eloquently ex- 
pressed benefits to the corporation. 

I cannot, however, conceive of such 
a disaster. 

An accepted doctrine that acts of a 
corporation are to be weighed to deter- 
mine the comparative benefits to the 
corporation and to its shareholders, with 
different tax results depending on how 
the balance falls to rest, could not be 
confined to stock redemptions. Of neces- 
sity it would have to apply to every 
corporate The 
nothing less than a complete breakdown 
of the whole scheme of taxing a corpora- 


act. result would be 


tion and its shareholders as separate 
entities. 

So, in effect, said the First Circuit in 
its Prunier reversal, citing its earlier 


Lewis v. Commissioner. 


Conclusion 


Looking through form to substance, 
the weighing-of-the-benefits argument 
represents merely a more sophisticated 
form of the improper attempt to apply 
the alter-ego theory which we find in the 
Tax Court’s Casale and the district 
court’s Sanders. The Second Circuit, in 
its reversal of the former, has repudiated 
the straightforward attempt at this, and 
the Tenth Circuit, in its reversal of the 
latter, has shown as little hospitality for 
the more sophisticated version. 

Accordingly, I do not anticipate that 
the Third Circuit will accept the oppor- 
tunity that the Government may be ex- 
pected to proffer it. I believe that Mr. 
Holsey has a right to be optimistic. 

But when will the Government give 
up? 

Until it gives up, it seems likely that 
the cases it will be willing to litigate 
will involve corporations controlled by 
one individual or a family, or those in- 
volving unusual procedures or circum- 
stances. In the meantime, it may be un- 
wise to have binding agreements for re- 
demption of stock by corporations so 
controlled, or to depart from conserva- 
tive, orthodox such 
agreements for other corporations.17 

In the event that the Third Circuit 
should affirm the Tax Court’s Holsey, 


arrangements in 
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that decision, 
or the weighing-of-the-benefits doctrine 


or that the doctrine of 
of the Government brief on the Sanders 


appeal, should achieve respectability in 


¢ June 1958 


a different circuit, it may be necessary to 
reevaluate the whole matter. 

I do not, however, expect this neces- 
sity to arise. Ww 





Non-union SUB plan treated same as 


Rev. Rul. 
56-102 and 56-249 relating to the deduc- 
tion of 


union plan. Provisions of 


contributions made under a 


union-negotiated supplemental - unem- 
ployment benefits plan and to income 
tax and withholding tax liability for 
the benefits paid under such a plan also 
apply to similar plans unilaterally insti- 
tuted by the employer. Rev. Rul. 58-128. 


New early-retirement rules don’t apply 
to plans approved before 4/22/57. Part 
5 of Rev. Rul. 57-163 changed the rule 
for early retirement from an employee 
profit, annuity, stock-bonus or pension 
plan. The new rule permits early retire- 
ment payments if the employer's con- 
sent is required only to the extent of 
the employee benefits vested at the time 
of retirement. The old rule required 
merely that no prohibited discrimina- 
tion be likely. The IRS now holds that 
the new rule will not be applied retro- 


actively to plans whose early retirement 


date provisions met the standards in 
effect before Rev. Rul. 57-163 and who 
had qualification letters issued prior to 
the publication of Rev. Rul. 57-163. 


Rev. Rul. 58-151. 

Attorney is employee for back pay pur- 
poses. Taxpayer was the regional attor- 
ney and business manager of a coal min- 
ing corporation. He continued these 
duties when the company went into re- 
ceivership in 1940 under an agreement 
that when the receivership was termi- 
nated, he would receive additional pay. 
The receivership was terminated in 1950 
$75,000. The 
court allows him to spread it back as 


and taxpayer received 
back pay. This is not payment for pro- 


fessional services, but the wages of an 
employee. ‘Taxpayer acted as the corpo- 
ration’s regional business manager, not 
in an independent professional capacity. 


Howard, DC Ky. 


Payments during sabbatical for health 
are sick pay. Amounts which a public 
school teacher receives while on sabbati- 
cal leave for restoration of health may 
be excluded from gross income as “sick 


pay” provided the payments are received 
for a period which does not include the 
recipient’s summer or other vacation 
time. Rev. Rul. 58-91. 


Single sale of business not a trade. Tax- 
payer while serving as an officer of a 
company, arranged the sale of his em- 
ployer corporation’s stock to another 
corporation. For these services he re- 
ceived a commission. This was the only 
kind that taxpayer 
ever engaged in. The IRS rules that this 
transaction 


transaction of its 


does not constitute a busi- 


ness; taxpayer is not subject to the self- 
employment 


the commission 


Rul. 58-112. 


tax on 
earned. Rev. 


Service defines “separation from serv- 
ice” for pension plan distributions. The 
Service has clarified its position as to 
when an employee is deemed to have 
“separated from the service of his em- 
ployer” in cases of certain liquidations 
and reorganizations so as to make avail- 
able to him capital gain treatment for a 
lump-sum distribution received from a 
qualified employees’ trust. “Separation 
from the service” is held to occur in the 
following cases: (a) reorganization in 
which all the assets and liabilities of the 
employer are transferred to a corpora- 
tion which then transfers the assets and 
liabilities to a wholly-owned subsidiary 
of the latter, and the employees of the 
the 
Rul. 58-94; (b) acquisi- 
tion of all the employer’s stock for cash 


predecessor became employees of 
subsidiary, Rev. 
by another corporation, followed by 
liquidation of the employer in a trans- 
action amounting in substance to a 
purchase of assets for cash, and shortly 
thereafter the hiring of the employees 
by the acquiring corporation, Rev. Rul. 
58-95; (c) the 


corporation (with resulting recognition 


sale of all assets of a 
of gain or loss) to a new corporation 
and the employees, at the time of sale, 
going Over to the new corporation, Rev. 
Rul. 58-96; (d) incident to a plan of 
complete liquidation, a sale of assets 
used in carrying on the business of one 
of two divisions of a corporation to an- 


other corporation and the employees 


going over to the purchaser, Rev. Rul. 
58-97; (e) liquidation of a corporation 
and formation of a successor-partnership 
by the former stockholder-employees to 
continue the business, Rev. Rul. 58-98. 
However, if the employees of a sub- 
sidiary are participants in a qualified 
established by the parent and 
the subsidiary is then separated from the 


plan 


control of the parent and continues as a 


separate entity, subsidiary employee- 
beneficiaries of the former parent’s pen- 
sion plan paid off in a lump sum are 
not considered as having been “sepa- 
rated from the service” and cannot re- 
port such payment as long-term capital 


gain. Rev. Rul. 58-99. 


Employee plan was savings, not profit- 
sharing; no deduction for forfeitable 
contributions. Taxpayer set up an em- 
ployee trust which in effect matched 
savings contributed by the employees. 
The court finds that scheme was not one 
of the statutory plans for which deduc- 
tion is allowed; it was not a pension, an- 
nuity or stock bonus plan; it was not 
profit-sharing because matching would 
be required in the event of loss; and, 
since the employer's contributions were 
forfeitable under several contingencies, 
it cannot come under the general rule 
allowing deduction for non-forfeitable 
contributions. [This case involves 1950. 
\ district court decision reported here 
last month, 8 JTAX 293, reached the 
the case for 1951 
and 1952.—Ed.| Mississippi River Fuel 
Corp., 29 TC No. 30. 


same result in same 


Stock option income in year exercised 
Non-acquiescence|. Taxpayer, an em- 
ployee, received from his employer a 
non-assignable option to buy its stock 
at a bargain price. In December 1945, 
when the option was about to expire, 
he notified the employer of his election 
to exercise the option, but did not pay 
the stock 1948. In 


determining whether taxpayer received 


for or receive until 
compensation in 1945 or 1948, the court 
that, 
option, the employee obligated himself 
the 
conditionally within a limited period of 


concludes when he exercised the 


to pay for and accept stock un- 
time. The acts of payment and transfer 
of title to the stock, occurring in a later 
add to the 


nomic benefit received. Accordingly the 


taxable year, did not €C0- 


employee received compensation from 
the stock option in 1945. One judge 


dissents but files no opinion. Ogsbury 
Estate, 28 TC 93, non-acq. IRB 1958-13. 
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How the courts distinguish deductible 


repairs from depreciable capital costs 


by JOHN B. COOK 


To accountants, the tests the courts use in distinguishing between repairs and 


capital items frequently appear confusing and contradictory. Although all the cases 


innot be reconciled, there are enough carefully reasoned opinions to enable the 


nvestigator to deduce some general principles and draw up a useful guide. Mr. 


Cook, New York attorney and CPA, has done just this job and come up with an 


alysis which will be very helpful to the practicing tax man. 


hah ALLY EVERY TAXPAYER using tan- 
gible property in his business must 
sooner or later face the problem of clas- 
sifying an item as either a capital expen- 
diture or ¢ 


repair expense. This distinc- 
tion between capital expenditures and 
current expense is more difficult to ap- 
ply in practice than in theory because 
betterment and im- 


the line between 


provements and repairs and mainte- 
The 


determining the capital or 


nance is shadowy and _ indistinct. 


dificulty of 
expense character of a particular item 
is magnified by the fact that any single 
item in certain cases may be classified as 

capital expenditure, while in other 
circumstances such item may be consid- 
ered ¢ xpense. 

Long ago in the railroad rate cases, 
the Supreme Court made it clear that 
expenditures for additions and _better- 
ments are properly chargeable to capi- 
tal account and not against the reven- 
ues of a single day or year; however, ex- 
penses incurred in keeping the produc- 

works in good condition and repair 
The Board 
\ppeals adopted the Supreme 
hold- 


ing that expenditures for overhauling, 


are chargeable to earnings. 
of Tax 
Court’s theoretical distinction in 
enlargement, and improvement of tax- 
payer's plant are capital expenditures. 
[he Board properly went on to hold 
that an expense ofa permanent nature, 
such as putting a new roof on a build- 


ing, constitutes a capital expenditure, 


while an item of temporary character 
and of frequent recurrence, such as re- 
pairing gutters on a building and decor- 
ating and painting, is current necessary 
expense. The soundness of these funda- 
mental distinctions is self-evident. How- 
ever, the Board at an early date recog- 
nized the difficulties that lie in the way 
of adopting a general rule to fit all fact- 
pictures. For the Board on other occa- 
sions has required capitalization of 
amounts spent for repairing rain water 
leaders and painting and repapering a 
building, but, on the other hand, also 
has permitted the expensing of a roof. 
Thus we see that a determination can- 
not be made of the capital or expense 
character of borderline “repair’’ items 
solely on the basis of a description of 
the work done. 

It is impossible to reconcile all the 
opinions of the numerous cases in the 
repairs area. All too often insufficient 
facts are stated to make a thorough com- 
parison. Each court in its best judgment 
has drawn the line on the available facts 
which are before it. Despite the super- 
ficial appearance of chaos in the repairs 
area, the vast majority of cases seem to 
be appropriately decided, since the ques- 
tion involves intensively practical judg- 
ment. Obviously, some single items con- 
sidered by themselves are typical capital 
expenditures and others are typical ex- 
pense items. The purpose of these com- 
ments, then, is to highlight the few 
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major guideposts between the two ex- 
tremes in the twilight area where repairs 
expense blends into capital expendi- 
tures. Indeed, so complete is this blend- 
ing that ofttimes difficult items, of neces- 
sity, are compromised in the field by In- 
ternal Revenue agents or perhaps traded 
off against each other on the basis of 
their respective merits. 

In reviewing the repair cases, it should 
be remembered that the question is one 
of fact: Are the expenditures, in essence, 
for replacements, alterations, improve- 
ments, or additions which appreciably 
prolong the life of the property, arrest 
deterioration, and increase the value 
and, accordingly, capital additions; or 
are the expenditures for the purpose of 
keeping the property in an ordinarily 
efficient operating, useful, or serviceable 
condition over its probable useful life 
and therefore allowable as current de- 
ductions? Having reviewed such facts as 
are available and having noted the rela- 
tively constant applicable rules of law, 
some courts are prompted to resolve the 
point with little comment other than on 
the difficulty of the issue. Precisely be- 
cause of the difficult factual nature of 
the question, the decision of the Tax 
Court in a repairs case should not be 
disturbed on appeal unless manifestly 
wrong. 

The Code contains no provision spe- 
cifically authorizing the deduction of re- 
pairs as such. Thus repairs are deduct- 
ible only if they qualify as ordinary and 
necessary business expenses. But, on the 
other hand, non-deductible 
capital expenditures if they are paid out 


items are 


for permanent improvements or better- 
value of 
any property. The proposed regulations 


ments, made to increase the 


under the 1954 Code relating to repairs 


carry forward substantially the same 


meaning as that contained in the regu- 
lations for Therefore we 
must turn to the opinions of the courts 


many years. 
to observe how the necessarily general 
tests are applied in specific cases. 


Expenditures extending life 


According to the regulations, repairs 
in the nature of replacements are capi- 
tal to the extent that they appreciably 
prolong the life of the property. The 
Code itself prohibits a deduction for 
amounts spent to restore property or in 
making good depreciation which has 
been deducted. Thus, as a starting point, 
we have the rule that, if life is prolonged 
or if depreciation is made good, the item 
is capital. But does not virtually every 
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repair increase the useful life of the 
property over what it would have been 
without the repair? And does not every 
repair tend to make good allowable past 
depreciation? 

This basic definitional problem as to 
whether most repairs extend the life of 
the property was put to the court in the 
leading case on repairs, Illinois Mer- 
chants Trust, 4 BTA 103, where a sud- 
den lowering of the water level caused 
the rotting away of the tops of piling 
which supported a_ seven-story brick 
building. The tops of the piling were 
sawed off below the water line and con- 
This 


volved removing a large portion of the 


crete supports were inserted. in- 
ground floor as well as shoring up and 
raising the partially collapsed wall. The 
Commissioner contended that the work 
appreciably prolonged the life of the 
property and therefore denied the de- 
duction on the ground that repairs in 
the nature of replacements should be 
capitalized to the extent that they arrest 
deterioration and appreciably prolong 
the life of the property. 

The Board agreed that unquestion- 
ably the expenditure in issue prolonged 
the life of the building over what it 
would have been after the sudden lower- 
ing of the water level in the river. But 
since any repair, the Board said, in- 
creased the useful life of property over 
what it would have been without the 
repair, the Commissioner’s contention 
would prohibit the deduction of any 
repair. The Board concluded that the 
life of the property which must be ap- 
the probable, 
normal, useful life for the purpose of 


preciably prolonged is 
the allowance for the return of the capi- 
tal investment. The evidence was clear 
that the normal, useful expected life of 
this building was not increased, but in- 
deed, it was shortened because the build- 
ing was still ruptured and cracked even 
after the work was done. As regards life, 
the Board found on the record that the 
expenditure did not prolong the expect- 
ed life of the property over what it was 
before the event occurred which made 
the repairs necessary. The deduction was 
allowed. 


Fully depreciated property 

Thus a physically identical replace- 
ment could be classified as a capital ex- 
penditure and not repair, if the build- 
ing were fully depreciated. This is be- 
cause a fully depreciated building has 
come to the end of its remaining useful 
life used to compute depreciation. The 
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“repair” would enable continued use of 
the building over some new estimated 
remaining useful life which, of neces- 
sity, must extend the original exhausted 
life of the property used to compute de- 
preciation. Where the new estimated 
remaining useful life extends appreci- 
ably beyond the termination of the old 
life, the capital sum expended should 
be recovered over the extended new 
period of life attributable to the expen- 
diture. 

If the property were fully depreciated, 
the deduction for repairs might proper- 
ly be denied under the same general 
theory but under the different words of 
the Code provision which prohibits a 
deduction for any expenditure which 
restores property or makes good the ex- 
haustion of the property for which an 
allowance has been made. For example, 
the court in another case relied on the 
statutory prohibition against a deduc- 
tion for an expenditure which restores 
depreciated property and found that 
substantial repairs to the rotted wood- 
work of the stern of a barge amounted 
to a replacement. The court noted that 
the benefits of the expenditure were to 
last for several years, perhaps for the 
“remaining life of the barge.” Under the 
test of Illinois Merchants Trust, just 
before the expenditure the barge was 
fully therefore the 
barge had no remaining useful life for 


depreciated, and 
depreciation purposes. It appears there- 
fore that in the case of the barge, the 
court could equally well have said that, 
since the barge was fully depreciated, 
the expenditure was in the nature of a 
restoration which appreciably prolonged 
the life of the barge beyond the current 
year and therefore was not deductible 
as an ordinary and necessary business 
expense. 

In summary, it might be said that the 
most important fundamental test which 
may determine the character of a repair 
is whether the repair appreciably ex- 
tends the estimated remaining useful life 
of the property used to compute depre- 
ciation before the repairs were made. 
Or, stated with different emphasis, the 
concept of expenditures 
which appreciably prolong the life of 
the property underlines the following 
relationship: the character of the repair 
must be considered in the light of the 
taxpayer’s policy of assigning appro- 
priate lives for depreciation purposes. 
In other words, the period over which 
the asset may reasonably be expected to 
be useful to the taxpayer may affect the 


capitalizing 


treatment of the repair item. Further. 
more, lives for depreciation purposes are 
influenced by the taxpayer’s policy, not 
only as to repairs, but also as to renew. 
als and replacements, as well as the par. 
ticular under which the 
property is used, all of which are reflect. 
ed in the taxpayer’s operating policy 
and accounting policy followed with re. 
spect to repairs and maintenance. This 
means, for example, that one taxpayer 
who, because of his operating and ac. 
counting policies, uses conservatively 
short lives, may incur a capital expen. 
diture because the life used for depre. 
ciation purposes is extended by the re. 
pair. On the other hand, if the life used 
for depreciation purposes is longer and 
is not extended because of such differ- 
ent depreciation policy of the taxpayer, 
the identical item may perhaps be prop- 
erly expensed as a repair. 


conditions 


Expenditures adding to value 

The regulations negatively define in- 
cidental repairs which may be deducted 
aS expense as not materially adding to 
the value of the asset being repaired. 
But most repairs which are made volun. 
tarily do add to the value of the prop. 
erty, else why would they be made? On 
the other hand, circumstances beyond 
the control of the taxpayer may require 
substantial expenditures which clearly 
do not increase the market value of the 
property. Does this mean that solely 
with respect to the value test such items 
may be expensed? 

We have the case, Libby & Blouin, 
Lid., 4 BTA 910, where about 2,400 cop- 
per tubes, each about two inches in di- 
ameter and four feet long, are part of a 
sugar evaporator in which cane juice is 
boiled in the sugar-making process. Gen- 
erally the life of a tube is from two to 
four years. Some tubes are replaced every 
year, and in the one year under consid- 
eration all tubes were replaced. In the 
opinion the Board considered the ques- 
tion whether the replacement of all the 
tubes added materially to the value of 
the property. The Board allowed the 
expensing of the tubes in view of the 
fact that no value was added to the ma- 
chine, except such value as was added by 
the fact that the machine was kept in 
an efficient condition. 

In another case, Hotel Sulgrave, Inc., 
21 TC 619, New York City ordered the 
installation of a sprinkler system in a 
60-year-old hotel building. ‘The installa- 
tion of the sprinkler system produced 
no additional income, added nothing 
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{This paper, originally with extensive 
footnotes, appeared in the Tax Law Re- 
view for January, 1958. It is reprinted 
with permission. We bring you the text 
substantially unchanged, with the foot- 


notes omitted.| 


to the rental desirability of the apart- 
ments, and did not reduce the cost of 
fire insurance. The taxpayer contended 
that the system was a repair which was 
made to keep the hotel properly in ordi- 
narily efficient operating condition; it 
did not add to the value (and clearly 
did not prolong its estimated life to com- 
pute depreciation). The court found 
the sprinkler system to be an improve- 
ment or betterment having a life of 
more than one year. The court further 
commented that, while the system may 
not have increased the value of the hotel 
property, the property became more 
valuable in the taxpayer’s business by 
reason of compliance with the City’s or- 
der. 

Likewise, if some entire structural 
unit is added as a replacement, generally 
there is added value through improve- 
ment. Furthermore, the capital character 
of an addition is not changed into an 
ordinary and necessary business expense 
because the related payments are made 
for a reason such as to compromise a 
law suit. 

Thus necessary replacements or use- 
ful improvements which materially add 
to the value of the property in the hands 
of the taxpayer for use in his business 
must be. capitalized even though the 
the property 
shows no perceptible increase. But, on 


market value of whole 
the other hand, if an item merely per- 
mits continued, ordinarily efficient oper- 
ation of the property, it may be deducted 
as an expense, provided the added value 
arises solely from keeping the machine 
in efficient operating condition. 


Repairs, reconditioning, improvement 


It has been said that the distinction 
between the terms “repair” and “re- 
placement” is one of degree and not of 
kind. 
standing alone, may properly be classi- 
fied as 


Therefore, while certain repairs, 


periodic repairs, such items 
should be capitalized if they are part of 
the same general scheme of recondition- 
ing and improving and altering prop- 
erty. 

In Joseph Merrick Jones, 24 TC 563, 
aff'd 242 F.2d 616, taxpayer acquired a 
deteriorated building in the oldest and 
one of the most interesting parts of the 


French Quarter in New Orleans. Mr. 
Jones’ architect recommended demoli- 
tion of the building, but a New Orleans 
Commission having authority to pre- 
serve the architectural and historic value 
of such buildings would not approve 
demolition of the building. At the time 
of acquisition the building had no re- 
maining useful life. Mr. Jones proceed- 
ed to recondition the building, claiming 
as a deduction such items as repainting 
exterior brick work, repairing cracks in 
masonry, repairing fire escape rail, re- 
placing fallen plaster, repainting wood- 
work replacing broken 
panes. The Court sustained the disallow- 
ance of all the items as repairs in the 
nature of 


and window 


maintenance ex- 
penses. They were expenditures which 


ordinary 


were part of an over-all plan to restore 
the building to an operating condition. 
Since the expenditures materially added 
to the value of the building and gave 
the building a new useful life as a rental 
property, they cannot be separated from 
the general plan and purpose.. 
Although not always clearly distin- 
guished in the cases, the capitalization 
of repairs which are part of a general 
plan of improvement should be distin- 
guished from repairs where the deduc- 
tion is denied because the repair items 
are not clearly segregated in the record 
from the cost of the improvements. 


Repairs maintaining efficiency 
Generally, repairs which do not mate- 
rially extend lives or which do not sub- 
stantially add to value are for the pur- 
pose of keeping property in good operat- 
ing order. The continued operation of 
a packing plant in Midland Empire, 14 
TC 635, was threatened by the seepage 
of oil into the basement rooms which 
had been satisfactorily used for twenty- 
five years for curing and storage of meat. 
The 
neighboring refinery 


source of the oil seepage was a 


which was con- 
structed long after operations were be- 
gun in the meat packing plant. To rem- 
edy the situation, taxpayer lined the 
basement walls and floor with concrete 
which effectively sealed out the seepage. 
The expenditures did not allow the 
plant to be operated on a changed or 
larger scale and they did not make the 
plant suitable for new or additional 
uses. Since the repairs merely served to 
keep the property in an operating con- 
dition over its probable useful life for 
the purpose for which it previously had 
been used, the Court allowed the deduc- 
tion as an ordinary and necessary ex- 
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pense. It should be noted that taxpayer 
contended in the alternative that the 
expenditure to prevent oil seepage 
should be treated as the measure of the 
loss sustained during the taxable year 
which was not insured or otherwise 
compensated for. Here an emergency 
expenditure, caused by an unforeseeable 
external factor, involved the involun- 
tary preservation of property. Similar 
borderline expenditures have been al- 
lowed as deductions where they are re- 
quired to protect or restore the normal 
operating efficiency of property dam- 
aged or threatened by relatively sudden 
external factors having casualty aspects, 
such as storms, falling water level, and 
underground cave-ins. 

In a case involving farmland terracing 
to prevent gullying of the land and loss 
of topsoil from the rapid run-off of 
water, the Commissioner disallowed the 
expenditures as a permanent capital im- 
provement to land. The taxpayer suc- 
cessfully argued that the terracing was 
properly an ordinary and necessary ex- 
pense, since the purpose served by the 
work was to maintain the farms in an 
ordinarily efficient condition for carry- 
ing on the kind of farming which had 
been followed before the terracing was 
done, as well as to preserve the normal 
productivity of the farmland. 

Most repairs involve substitution of 
new parts or ingredients for old. But if 
a major unit or structural part is re- 
placed, such as roof, wall, or floor, which 
results in extended life, the item clearly 
may not be deducted as a repair. 


Replacement may be repair 


However, even though an item might 
be an improvement under a technical 
definition, it may be so insignificant in 
relation to income that it would be ab- 
surd to require its capitalization. For 
example, one lessee might be justified in 
capitalizing an expenditure for a matt- 
ress or rug, while another operating on 
a larger scale and with substantially 
identical recurring expenditures might 
be justified in deducting the expendi- 
ture as an expense, if it consistently fol- 
lowed such accounting and tax reporting 
practice. Thus one court has said that 
the classification of an expenditure as 
capital or expense depends on the exer- 
cise of judgment in the light of circum- 
stances and good accounting principles. 

The practical effect of this flexible 
standard has been properly to develop 
the fairly widespread practice of con- 
sistently expensing capital items of, say, 
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up to a cost of $10 in the small profes- 
the 
causing the consistent expensing of cer- 


sional office, while at same time 
tain capital items running into hun- 
dreds of dollars in heavy industry such 
as steel. Such minimum capitalization 
policies may be sound only when con- 
sistently applied within the framework 
of that taxpayer’s over-all capitalization 
policy. In any event, such policies should 
apply only to those frequent repair items 
of a capital character which are not of 
of the 
of the related operations. 


material size in view character 

It is only practical that expenditures 
to replace small parts of a large ma- 
chine may be deducted currently, since 
the replacement serves to repair the ma- 
chine as a whole. On the other hand, 
when a building is erected the flooring, 
nails, 
into the capital cost of the building; but 


when a building is repaired, the cost of 


and small supplies clearly enter 


such items generally may be expensed. 
Furthermore, the character of a repair 
which is admittedly ordinary and neces- 
sary is not required to be capitalized 
merely because it was made soon after 
the acquisition of the asset. 

It is interesting to note that replace- 
ments are not necessarily capital items 
even though they may have a life of 
more than one year. In order to over- 
come water pockets which developed in 
the subgrade of a railroad track, poles 
were driven into the ground at the ends 
of the ties. The fact that the beneficial 
effects of this work continued for ap- 
proximately 15 years was not enough to 
overcome the repair character of the ex- 
penditure. After the poles were driven, 
the repaired parts of the railroad tracks 
the other 
parts which had not needed such work, 


were no more useful than 
and accordingly a deduction for repairs 
was allowed. 

The question of classifying an item as 
capital is one of fact, which can best be 
determined by looking to the purpose 
and effect of the work. For example, if 
the erection of a temporary roof and the 
enclosing of finished sections of a new 
building with temporary 
for the 


partitions is 


purpose and has the effect of 
allowing the taxpayer to continue his 
operations pending completion of the 
new building, expenditures for such 
construction may be deductible. Also, a 
substantial and costly underground 
structure, created as a new part of tax- 
payer’s plant and having a life of more 
than one year, may be expensed if the 


purpose and effect of the work is merely 
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to enable continued operation of the 
plant on the same scale and at the same 
degree of efficiency at which it had oper- 
ated before. On the other hand, the pur- 
pose and effect of expenditures for paint- 
ing and repairing cracks in masonry in- 
dicate their capital character where the 
purpose and effect cannot be separated 
from an over-all plan for the general 
rehabilitation, restoration, and improve- 
ment of a deteriorated and fully-depre- 
ciated building. 

The between 
penditures which are capital and those 
chargeable operating income 
have best been summarized by the fol- 
lowing oft-quoted language from Illinois 
Merchants Trust: 


broad distinctions ex- 


against 


“In determining whether an expendi- 
ture is a capital one or is chargeable 
against operating income, it is necessary 
to bear in mind the purpose for which 
the expenditure was made. To repair is 
to restore to a sound State or to mend, 
while a replacement connotes a substi- 
tution. A repair is an expenditure for 
the purpose of keeping the property in 
an ordinarily efficient operating condi- 
tion. It does not add to the value of the 
property, nor does it appreciably pro- 
long its life. It merely keeps the prop- 
erty in an operating condition over its 
probable useful life for the uses for 
which it was acquired. Expenditures for 
that purpose are distinguishable from 
those for replacements, alterations, im- 
provements or additions which prolong 
the life of the increase its 
value, or adapt it to a different use.” 

Segregation of the facts of any repairs 


property, 


case into rigid artificial classifications, 
such as we have adopted to facilitate our 
analysis, is somewhat unsatisfactory, 
since the fact-picture must be reviewed 
as a whole before an intelligent decision 
as to the proper character of the item in 
question can be made. Reliance on just 
one or two of the broad aspects which 
we have considered could be fatal, since 
other unexplored circumstances might 
well result in a contrary conclusion. 

As in most tax questions, the burden 
of proof rests with the taxpayer, who 
must establish that the item in question 
is not a capital expenditure. According. 
ly, the taxpayer should be careful to 
make sure that all appropriate facts, 
evidencing purpose and effect, upon 
which the court must judge the case are 
in the record, or the issue obviously may 
be lost regardless of the merits. 

Although the general principles in the 
repairs area have not changed substan- 
tially in many years, the Tax Court each 
year continues to additional 
cases in this area. Presumably, repairs 
cases will continue to arise, not only be- 


decide 


cause large numbers of taxpayers em- 
ploy physical property requiring repairs 
in their trade or business or as income 
producing property, but also because of 
the accelerating trend toward automa- 
tion in many businesses. Indeed, since it 
is evident that the distinction between 
repairs and capital expenditures is one 
of fine degree, the judgment of parties 
with opposing tax interests, let alone the 
impartial judges themselves, cannot al- 
ways be expected to agree where the line 
should be drawn. * 


More executives would favor current dollar 


depreciation if allowed for taxes 


M* ACCOUNTANTS believe that cor- 
L porate reports showing deprecia- 
tion based on historical costs are so mis- 
leading to stockholders (and to others 
their 
and the 
general public) that there would be less 


who rely on them—employees, 


unions, regulatory agencies 
harm in adopting some less-than-perfect 
method of reporting depreciation in 
terms of current 
the 
method. While this is a question of 


value dollars than in 


continuing presently accepted 
financial reporting, all recognize that 
giving tax effect to such a change would 
be a powerful factor in obtaining wide- 
spread acceptance. Indeed, there is much 


concern over the fact that historical cost 
depreciation results in taxation as in- 
come of amounts which are really needed 
to replace worn-out equipment at higher 
dollar costs. The two problems are just 
different results of the same basic 
trouble. 

A recent survey by the American In- 
stitute of Certified Public Accountants, 
designed to find out the attitude of 
corporate executives and of academic 
accountants, asked for opinions not only 
on the desirability of changes in finan- 
cial reporting, but also whether their 


attitude toward a 


change would be 
different if any new method could also 
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be used for tax purposes. The result is 
not surprising. Whereas only 27% of 
favor 
using current dollar depreciation for fi- 


the corporate executives would 
nancial reports if it were not acceptable 
for taxes, 77% would favor it if accept- 


able for taxes. 


Text of questionnaire 

The Technical Services Department 
of the AICPA sent a questionnaire to 
669 corporate executives and educators. 
It received replies from 331 in business 
and 75 in academic life. The full an- 
alysis of the replies, together with quota- 
comments the Institute re- 


tions trom 


ceived, is published in the June issue 


of the Journal of Accountancy. We 
Answers to Question 4: 
Answers Per Cent 
Group Yes No Yes No 
Automobile, Aircraft 
and Related 
Industries 17 a) 11% 239 
Building Materials mis, 14 
Machinery and 
Equipment 35 10 78 22 


Chemicals, Paper, etc. 14 5 74 26 
Railroad Equipment, 


Shipbuilding and 











Shipping 7 3 70 30 
Steel 10 0 100 0 
Mining and Metals 8 i 67 33 
Petroleum 7 5 70 30 
Food Drugs, Bever- 

ages and Tobacco 19 7 73 27 
Other Manufacturing 22 6 79 21 
Retail and Services s 6 57 13 
Railroads and Public 

Utilities 9 7 56 14 
Finance & Insurance 354 3 92 8 

202 6l 11% 23% 
Educators 8 #17 74 26 
rotal 250 78 76% 24% 


Gain on real estate subdivision sales is 
capital; agent handled it. The land in 
question was taxpayer's summer home. 
had 


was approached by a land development 


After she sold some acreage, she 
company which purchased the remain- 
ing land, subject to a purchase money 
mortgage. Before the development com- 
pany had sold any of the land, it de- 
faulted and taxpayer repossessed the 
land. She 


agreement for another company to de- 


thereafter entered into an 
velop the land for her. Taxpayer under 
this new arrangement bore all the costs 
of development and had a right to veto 


bring you here the text of questions 4 
and 5, relating to the tax issue, and the 
tabulation of the replies received by 
the Institute. 

In answer to question 4 “Would you 
favor reporting to stockholders a figure 
for net income which reflects charges 
for current cost depreciation, if current 
cost depreciation were accepted for in- 
come tax purposes?” replies, analyzed 
by industry groups, appear in column | 
below: 

In answer to question 5 “Would you 
favor reporting to stockholders a figure 
for net income which reflects charges 
for current cost depreciation, even if 
current cost depreciation were not ac- 
cepted for tax purposes?” replies were: 


Answers to Question 5: 








Answers Per Cent 
Group Yes No Yes No 
Automobile, Aircraft 
and Related 
Industries 7 1 38% 8G 
Building Materials 4 9 $31 69 
Machinery and 
Equipment 13 29 $1 69 
Chemicals, Paper,etc. 2 16 11 89 
Railroad Equipment, 
Shipbuilding and 
Shipping 1 6 40 60 
Steel 4 8 57 13 
Mining and Metals 5 8 38 62 
Petroleum 2 7 = 78 
Food, Drugs, Bevet 
ages and Tobacco L434 96 
Other Manufacturing 8 20 29 71 
Retail and Services 2 11 15 85 
Railroads and Public 
Utilities $ 138 19 81 
Finance & Insurance 13 22 37 63 
68 184 27% 73% 
F.ducators 44 19 70 30 
Total 112 203 36% 4% 





any sale. She, however, took no personal 


part in the development. On these facts 
the court of claims holds that taxpayer 
is not in the business of selling real 
estate, therefore the gains on the sales 
are capital gains. Gordon, Ct. Cl., 3/5 
58. 


Agreement is sublease, not assignment; 
gain not capital. Taxpayer as a lessee of 
premises for $1,600 a month entered 
into a three-way agreement (which they 
called a lease) with the lessor and tele- 
phone company, providing for the leas- 
ing of the premises to the telephone 


331 


company at a rental of $1,900 a month 
to the lessor and a payment of $2,260 a 


month to taxpayer. The court is of the 
opinion that the transaction as con- 
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summated was a sublease, not an assign- 
ment of taxpayer’s lease and holds the 
amounts received by taxpayer were 
rental income and not capital gain. 
Voloudakis, 29 TC No. 116. 


“Rental” payments under lease-option 
capital. Payments received by taxpayer 
under a two-year lease-option contract 
on farm land are held to constitute pay- 
ments on purchase price, not rental in- 
come. The finds the lessee had 
originally negotiated to buy the prop- 
erty; the 


court 


value sub- 
stantially in excess of the option prices, 
and the parties contemplated that the 
“rental” payments should constitute pay- 
ments on purchase price. Alexander, 
TCM 1958-43. 


property had a 


Capital gain on sale of subdivided land. 
Taxpayers bought undeveloped land at 
a tax sale and transferred it to a corpo- 
ration. The corporation subdivided the 
land and then liquidated. Over a seven- 
year period, taxpayers made 24 sales, 
representing 10% of the acreage. They 
engaged in no selling activity. The court 
holds they were not dealers in real 
estate and the gains are capital gains. 
Goldstein, DC Wash., 3/8/58. 


Gain on sale of oil machinery by oil 
drilling company capital. Taxpayers 
were in the business of operating oil and 
gas wells. During 1951 and 1952 they 
sold some of the wells and some unde- 
veloped property, as well as the equip- 
ment to go with it. They sold some new 
equipment that they no longer needed. 
The court holds that the gain on the 
sale is a capital gain, since the property 
was used in taxpayer’s business. Hart, 
DC Tex., 2/27/58. 


Advances to controlled corporation non- 
business bad debt. Taxpayer advanced 
funds to a corporation of which he was 
president and controlling stockholder. 
The corporation insolvent, he 
now seeks a business bad debt deduction 


for the advances. 


being 


The court denies it 
because he failed to show that his activi- 
ties of promoting, organizing, managing, 
financing or making loans to other busi- 
nesses were of sufficient frequency and 
regularity to put him in the business of 
promoting corporations. To lend money 
to a business which you own does not 
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make the debt a business debt, since 
the business of the corporation is not 
the business of its officers and_ stock- 


holders. Wilbor, Jr., TCM 1958-45. 


Gain on subdivided realty is capital. 
Taxpayer and his brother purchased un- 
improved real estate upon which the 
county installed roads, sewers, curbs and 
102 lots 


to controlled corporations in two blocks, 


water lines. The brothers sold 
and 33314 lots to outsiders as one block. 
The sale of the 33314 lots was at a price 
far less than could have been obtained 
by selling off the lots individually. There 
was no listing, advertising or effort to 
sell. The court finds lots were not held 
primarily for sale, but for investment 
and thus the gain on the sale is capital. 
Tibbals, TCM 1958-44. 


Needn’t accrue interest from hopelessly 


insolvent debtor. Taxpayer, a railroad 


corporation, owned over 90% of the 
stock of a subsidiary. In 1929 it lent 
the subsidiary over $45,000,000 evi- 


denced by interest bonds. Both corpo- 


rations were on the accrual basis. For 


the period 1930 to 1935 taxpayer had 
due from the sub- 
1935 it 
further accruals as the subsidiary was 
hopelessly insolvent. In 1942 and 1943, 


accrued interest 


sidiary, but after made no 


due to abnormal war earnings, the sub- 
sidiary paid taxpayer interest for the 
years through 1938. The Commissioner 
contended that, during 1942 and 1943, 
taxpayer should have accrued interest 
the 
sidiary. The court disagrees, and holds 
the 1942 1943 were 
properly applied to bond interest due 


for those years due it from sub- 


collections in and 
up to 1938. Since there was no reason- 
able expectancy that taxpayer would be 
paid any of the interest due for 1942 
and 1943 within a reasonable time there- 
after (the subsidiary was not only in- 
solvent then, but still owed taxpayer 
over $25,000,000 of past due interest), 
taxpayer was not required to accrue any 
of the current interest. Chicago & North 
Western Ry. Co., 29 TC No. 104. 


Capital gain on profit participation re- 
ceived for shares. After a number of 
disagreements with other stockholders, 
taxpayers, who was a minority stock- 
holder and creditor, agreed to sell his 
stock to the corporation, a motion-pic- 
ture company. For the stock he received 
a right to participate in profits from 
Tax Court held 
that these payments were not part of 


future pictures. The 
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the purchase price for the stock. The 
participation in profits was compensa- 
tion or other ordinary: income, since it 
was not based on the liquidating value 
of the corporate assets. This court re- 
verses. The bargaining position of the 
taxpayer was strong, and the corpora- 
tion might well have been willing to 
pay more for his stock than its liquidat- 
ing value. The case is remanded to the 
Tax Court. Finney, CA-9, 3/19/58. 


Prior decision does not bar reconsidera- 
tion of depreciation rate. In litigation 
over a prior year the Tax Court fixed 
depreciation based on production at 15¢ 
a barrel produced. The court now up- 
holds the Commissioner in setting a new 
rate. The previous decision is no bar 
to a the unit rate 
where the estimates of useful life proved 


reconsideration of 


to be erroneous due to changed condi- 
tions and experience. Each tax year 
must be and, if 


changed conditions can be shown, then 


treated separately 
the doctrine of collateral estoppel is 
no bar. Cumberland Portland Cement 
Co., 29 TC No. 126. 


sale held 
Taxpayers, farm owners, were 


Gain on subdivision 


capital. 


farm 


approached by a developer who wanted 


to subdivide and sell the acreage for 
them. The promoter would carry out the 
entire operation in return for 15% of 
the selling price. All taxpayers did was 
sign the deeds. The court holds that 
the gain on the sale is capital. Schuh- 


macher, DC Tex., 3/18/58. 


Corporation may deduct full loss on 
sale of unsuitable real estate. Taxpayer 
purchased real property for use in its 
The was later, but 
before title was taken, found to be un- 


business. property 
yas sold 
at a loss. The IRS rules that, in deter- 
mining whether the property was used 
in the business (loss would be ordinary 
under 1231, old 117(})) 
it is the original purpose for which the 
property was purchased that determines 
the character of the property. The loss 
here, it concludes, is an ordinary loss. 
Rev. Rul. 58-133. 


suitable for taxpayer’s use and 


Section the 


Returnable containers depreciable; gain 
on unreturned is ordinary. Returnable 
containers which have a useful life of 
approximately 10 years, and for which 
a deposit is required, are considered 
property used in the trade or business, 
subject to the allowance for deprecia- 


tion. However, when the time specified 
for the containers’ return has expired, 
depreciation ceases and the containers 
then become property sold to customers 
during the regular course of business, 
Accordingly, gain or loss from unre. 
turned containers, and from forfeiture 
of deposits, is to be treated as ordinary 
income or loss. Rev. Rul. 58-77. 


Depreciable life of building determined 
by jury. Taxpayers claimed that the de. 
preciable life of a building they owned 
was 25 years; the Commissioner claimed 
it was 30 years. The jury, after hearing 
expert testimony, determined the useful 
life to be 25 years. Ash Corp., DC Va., 
1/24/58. 


Housing project can’t depreciate cost 
of streets given to locality. Taxpayer 
owned a housing project. It used as 
its depreciation basis all the costs of the 
project except direct land cost. The Tax 
Court holds the costs of clearing, grading 
and landscaping are part of the land 
cost and non-depreciable. The costs of 


constructing sidewalks, curbs, paved 
streets, sewers and water mains, which 


the local 


ment for public use are also non-de- 


were turned over to govern- 
preciable since the housing project re- 
tained no depreciable interest in the 
facilities. [The court does not discuss 
how taxpayer will recover this cost, 
though, since the decision is based on 
the analogy to special assessments for 
roads, etc. The implication is that they 
are a land cost recoverable on its sale.— 
Ed.| Algernon Blair, Inc., 29 TC No. 


128. 


Salvage adjustment not required for 
emergency amortization. The Code per- 
mits amortization of emergency facilities 
to the full extent certified, even though 
they may have a remaining salvage 
value, but depreciation cannot be taken 
to reduce other assets’ basis below sal- 
vage value. If depreciable assets are 
partially certified as an emergency facil- 
ity, only the the 


facility would be subject to the depre- 


uncertified cost of 
ciation allowance. Accordingly, only the 
estimated salvage value on the uncerti- 
fied portion is to be taken into account 
in computing depreciation. Rev. Rul. 
58-131. 


Deduction of demolition cost allowed 
on signing contract. Taxpayer, an ac- 
crual basis corporation, had in 1922 
rented property in the harbor area from 
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the City of Los Angeles. The lease re- 
quired the removal of all the structures 
from the property on termination of the 
lease in 1956. In 1950 taxpayer entered 
into an agreement with the Union Oil 
Co. whereby Union would remove the 
structures at the termination of the 
lease and taxpayer would pay the re- 
moval cost of $66,000 over the next six 
years to an escrow fund. The fund was 
to be paid to Union upon successful re- 
moval of the structures. No opinion is 
reported; the court states as a conclu- 
sion of law that taxpayer’s accrual of 
1950 The 
transaction was not for tax avoidance 


the $66,000 in was proper. 
and the expense was an absolute, present 
and fixed liability. Uniharbor Corp., DC 


Calif., 2/25/58. 


Accrued charitable contribution deduc- 
tion denied; proper election not made. 
The Code allows the deduction by a 
corporation of a contribution unpaid at 
the year end provided it is paid within 
two and a half months, authorization in 
the minutes is made and a copy of the 
resolution is attached to the return. 
Taxpayer here made the payment within 
the limited time, but the court disallows 
there was no 


the deduction because 


resolution for the gift in the year 


claimed. The regulations specifically 
deny an accrual deduction under these 
Wood-Mosaic Co., DC 


circumstances. 
Ky., 2/20/58. 


Can’t accrue interest expense while pay- 
ment is only contingent. Taxpayer, a 
real estate corporation, borrowed from 
banks on the security of its land and 
also issued subordinate obligations to 
builders improving these lands. While 
these builders’ notes provided for in- 


terest from the date of execution, no 
interest would be payable until the in- 
debtedness to the bank was entirely 
paid. The case was submitted to the 
jury on the question of whether it was 
a reasonable certainty the notes with 
interest would be paid. Notwithstand- 
ing a jury verdict in favor of taxpayer, 
the district court held, and this court 
affirms, that while bank indebtedness is 
outstanding, there is no liability for in- 
terest on the builders’ notes and none 
accrued. Guardian Investment 


Corp., CA-5, 3/12/58. 


can be 


Book and return treatment of research 
can vary. Re-earch and experimental 
expenditures :nay be deducted for tax 
purposes in the year incurred as pro- 


vided by Section 174(a) even though the 
expenditures are recorded on taxpayer's 
own financial statements as capital ac- 
count charges or deferred expenses. Rev. 
Rul. 58-78 . 


Settlement of claim is income on re- 
ceipt; constitutes “abnormal income” 
for excess profits tax. An accrual basis 
taxpayer operating a suburban bus line 
had receiving a l%-cent service 
fee from the City of New York to 
meet the cost of accounting for com- 


been 


bination subway-bus riders. In 1948 it 
sought an increase in the allowance, but 
did not settle with the City until 1952, 
when it agreed to a one-cent service 
1949 and 1950. 
Since taxpayer had no legal right to the 


fee retroactive to 


increased service charge prior to 1952, 
the court holds the settlement was ac- 
cruable only in 1952. However, as the 
allowance of the additional 14-cent was 
intended to compensate for services per- 
formed in 1949 and 1950, it constituted 
“abnormal income” to taxpayer in 1952 
within the meaning of 1939 Code Sec- 
tion 456, and as such was exempt from 
excess profits tax that year. Triboro 
Coach Corp., 29 TC No. 133. 


Bonus paid before March 1951 de- 
ductible in 1950. The Code disallows the 
deduction of certain accrued expenses 
due related cash-basis taxpayers unless 
the liability is paid within two and a 
half months of the close of the year in 
which accrued. The jury here finds that 
a bonus payment was made prior to 
March 15, 1951, although the books of 
the corporation give its date as March 
19, 1951. 


basis 


Thus taxpayer, an accrual 


corporation, could deduct the 
bonus from its 1950 income. Hightower 


Box and Tank Co., DC Ala., 3/14/58. 


DEDUCTIBILITY 


deduct 
period pricr to its liability. Taxpayer 
bought the stock of a corporation for 


Transferee can’t interest for 


a price determined as a fixed amount 
plus the excess of current assets over 
Shortly 
thereafter the taxpayer liquidated its 


current liabilities at a date. 
newly acquired subsidiary. It was sub- 
sequently determined that the income 
tax liability of the purchased company 
was higher than the amount estimated at 
the time of sale, and the seller of the 
stock met the obligation. Pointing out 
that the formula for determining the 
price had no relation to the question 
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of whether the interest on the taxes was 
a liability of the purchaser, the court 
concludes that taxpayer as successor and 
interest— 
and de- 
ductible. However, the interest for the 
period prior to liquidation may not be 


transferee was liable for the 


it was its valid indebtedness 


deducted. For this purpose interest must 
be regarded as accruing ratably over the 
period for which the funds were avail- 
able, not under the rule which deter- 
mines that interest on taxes accrues for 
deductibility on settlement of the con- 
troversy and determination of the 
amount. Central Electric & Gas Co., Ct. 
Cls., 3/5/58. 


Can’t deduct penalty for late filing of 
local tax. Taxpayer paid a penalty for 
late payment of a local mercantile 
license tax and sought to deduct the 
penalty as interest. The court denies 
the deduction, holding that the statute 
intended the penalty to be something 
other than interest, namely a punish- 
ment for 


non-payment of taxes when 


due. Taxpayer also argued in the al- 
ternative that it should be allowed to 
deduct the penalty as a business ex- 
pense since it resulted from an innocent 
violation of the law, but the court notes 
that the tax ordinance did not dis- 
tinguish between innocent and willful 
violations, and to allow the deduction 
would frustrate state policy by mitigat- 
ing the prescribed punishment. Key- 
stone Metal Co., 29 TC No. 131. 


Corporation can deduct commissions to 
related partnership. Payments by a sell- 
ing corporation to a partnership acting 
as its sales agent are held to be an ordin- 
ary and necessary business expense. The 
fact that the partners were also officers 
and stockholders of the corporation was 
deemed not material since the amounts 
paid were for actual services performed, 
were reasonable, and were not in pro- 
portion to the partners’ stockholdings. 
Royal Cotton Mill Co., 29 TC No. 84. 


Loss on sale, part of larger transaction, 
not proved. Taxpayer claimed a loss on 
the sale of its tangible property in two 
producing oil wells. The properties had 
a basis of some $330,000 and they were 
sold for $250,000. 
finds that the sale was only part of an 


However, the court 


integrated transaction in which the oil 
leases themselves were transferred with 
the tangible property and, in addition 
to the $250,000, taxpayer retained an 
oil production payment of $3,600,000 
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out of 85% 


payer did not show, the court holds, that 


of the production. Tax- 


the consideration for the tangible assets 
the cash received, therefore it 


Kline, 29 TC 


was only 
did loss. 


No. 


not 
117. 


prov e a 


Lump-sum payment held rent, not lease 
acquisition bonus. Taxpayer leased a 
hotel. In compromise of a lawsuit by 
the landlord claiming additional rent 
under a differing interpretation of the 
lease, taxpayer paid the landlord a lump 
sum and signed a new lease without the 


old. The 
payment 


ambiguities of the Commis- 


sioner asserted the was a 
bonus on signing the new lease and must 


life. The 
holds that the payment was rent. The 


be amortized over its court 
bonus to the landlord is not 


the 


idea of a 


reasonable in view of the fact that 


new lease was on the whole less favor- 
able to the taxpayer tenant than the old 
lease. Consequently the payment is de- 
Pritzker Founda- 


ductible when made. 


tion, DC Ohio, 3/7/58. 


Overceiling wage payments disallowed. 
A partnership engaged in the painting 
and decorating business paid overceiling 
violation of the 
The’ 


held the excess amounts were properly 


wages to workmen in 


Defense Production Act. Tax Court 
disallowed as a deduction from partner- 
ship income. Taxpayer argued that the 
wages constituted a part of its “capital 
that the 
Amendment a tax can be laid only on 


cost” and under Sixteenth 


income arising after all investment is 


While 


merit in this argument, “upon the prin- 


recouped. seeing considerable 
ciple of stare decisis, if upon no other,” 
this stands by 
Weather-Seat (16 TC 1312, aff'd, CA-6, 
199 F.2d held that the 
price control laws in effect provided 


court its position in 


376). There it 
that overceiling wages are not reason- 
able compensation. Solon 


Co., CA-6, 3/13/58. 


Dec orating 


Bad debt deduction denied for advances 
to deceased farm manager. Taxpayer as 
owner of farm properties entered into 
an agreement with one Davis whereby 
taxpayer would furnish Davis with 
Davis would 


furnish everything else to operate a 


lands and fertilizer and 
farm. The crops produced were to be 
shared on a 50-50 basis. Because. Davis 
had no funds, taxpayer made substantial 
advances to him to enable him to carry 
on the farming operations. Davis was 


later killed, and taxpayer was named 
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administrator of his estate. Taxpayer 
claimed a business bad debt deduction 
for the unpaid balance. The court denies 
the deduction. Taxpayer did net show 
the existence of a net indebtedness due 
him. Taxpayer's books and records were 
concededly haphazard. An action pend- 
as administrator, 
misappropriation 


ing against taxpayer, 


by Davis’s heirs for 


and waste raised the possibility that a 
proper balancing of debits and credits 
would show a substantial balance in the 
estate’s favor. Barbour, 29 TC No. 108. 
Bank can’t deduct reimbursement to 
stockholder-president for bonding loss. 
Che president of taxpayer bank entered 
into an agreement bonding trustees of 
substantial cus- 
tomer of the bank. When the president 
subsequently had to make good on the 
bank 


Che bank received none of the bonding 


an estate which was a 


bond, taxpayer reimbursed him. 
fees and was not legally liable on the 
bond. The court holds that paying the 
bond was not an ordinary and _neces- 
sary expense of the bank. While there 
verbal the 
stockholders that the bank would repay 
that 


Was a agreement among 


any losses Lhe president sustained 
on the bond, this was not binding on 
the bank and the payment of the ex- 
pense of another is not deductible. 


Okemah National Bank, CA-10, 3/10/58. 


Expenses of illegal business allowed. 
Expenses paid by a gambler for the 
lottery 


tickets and losses incurred by him in the 


printing and _ production of 
operation of a bar which was conducted 
without a liquor license are allowed as 
business deductions in the light of the 
Supreme Court’s decision in the Sulli- 
van case, allowing the expenses of an 
illegal business. Cohen, TCM 1958-55. 


Mortgage interest paid prior to assump- 
tion of liability not deductible. Tax- 
payer lived in his new home for several 
months while the purchase agreement 
was being completed. At the time of 
final settlement taxpayer paid the “in- 
terest” on the mortgage for the time he 
occupied the house. The IRS rules that 
taxpayer-purchaser may not deduct the 
payment since he had no debt obliga- 
tion on the mortgage. Rev. Rul. 58-129. 


Health insurance premiums for em- 
ployees are deductible. Health insur- 
ance premiums which are paid by a cor- 
porate employer on individual policies 
for the sole benefit of key employees who 


are not stockholders are deductible as 


ordinary and necessary business ex- 
the insurance 
premium if paid by a sole proprietor on 


insurance in 


penses. However, same 


behalf of himself would 
be a non-deductible personal expense, 
Rev. Rul. 58-90. 
Over-ceiling cash payments for mer. 
chandise includible in cost of goods 
sold. Taxpayers, dress jobbers, had in- 
cluded in their cost of goods sold cash 
disbursements which they alleged had 
been made to various suppliers in viola- 
tion of OPA price ceilings in order to 
obtain scarce merchandise. Conceding 
that these payments would be deductible 
if proved, the Commissioner disallowed 
the sums for lack of substantiation. On 
the facts, the court finds the payments 
were actually disbursed as alleged and 
holds they are an allowable part of the 
cost of goods sold. Five Star Dresses, 


Inc., TCM 1958-40. 


No deduction because AP lost monopo- 
The N. Y. Sun is not 
permitted to deduct the cost of its AP 


listic value. 
membership. That membership lost all 
its value when the Supreme Court in- 
validated AP’s monopolistic practice of 
limited membership, and when the AP 
The 
Tax Court held there was no justifica- 


voluntarily changed its bylaws. 


tion for the deduction in the absence 
of a sale or other disposition of the 
membership which taxpayer still owned 
and used in its newspaper business. ‘This 


court affirms. N. Y. Sun, CA-2, 3/19/58. 


Worthless loans deductible as non-busi- 
ness bad debt. Loss on loans made by 
taxpayer to an unrelated partnership 
are held to be non-business rather than 
business bad debts. Taxpayer did not 
show he was in the business of promot- 
ing organizations. Starr, TCM 1958-50. 


Loss is denied for a worthless claim as- 
signed in cancellation of debt. A con- 
struction company performed some work 
for a cancellation of the 
the 
pany took an assignment of the school’s 
claim pending before the Veterans ‘Tui- 
tion Appeals Board. The assignment of 
the claim was effected by a partner of 
the school who was also a member of 
the The 


school. In 


school’s indebtedness to it, com- 


construction company. court 


finds the claim was worthless on the date 
of the assignment and could not be 
taken as a loss deduction by the com- 
pany at a later date. Nor could the can- 
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indebtedness on the 
assignment effect a deduction since the 
debt from the school was not proved 
worthless when canceled. Fink, 29 TC 
No. 118. 


cellation of the 


Loan to potential customer not a busi- 
ness debt. Taxpayer was a member of 
a partnership engaged in the manufac- 
ture of dies and metal stampings. He ad- 
vanced funds to a newly organized 
corporation in which he held a 25% 
stock interest. The corporation was in 
the separate business of painting and 
decorating metal and ceramic items. 
When the corporation was unable to 
pay back the loans, taxpayer claimed a 
business bad debt deduction on the 
ground that his advances were made to 
bolster the corporation with the ex- 
pectation that it would provide a market 
for the output of the partnership. The 
evidence showed that, although the 
loans were made in 1949, the books of 
the partnership reflected no sales to the 
corporation in the succeeding years. The 
court concludes the loans bore no proxi- 
mate relationship to the business of the 
partnership or that of taxpayer as a 
partner, and were, therefore, deductible 
only as a non-business bad debt. Nichols, 


29 TC No. 121. 


WHAT IS INCOME 
Valueless co-operative certificates not 


income icquiescence|. ‘Taxpayer re- 
ceived revolving fund certificates from 
a co-operative of which he was a mem- 
ber. These certificates represented un- 
distributed and exempt earnings of the 
co-operative used for capital expansion. 
The certificates bore no interest, had 
no retirement date, were non-transfer- 
able without the consent of the co- 
operative, and were junior to all debts 
of the co-operative. The Tax Court 
holds that, since the certificates had no 
fair market value, their receipt is not 
income to taxpayer. That the income is 
tax exempt in the hands of the co- 
operative is no reason for charging an- 
other entity with income that he did 
not receive. Carpenter, 20 TC No. 603, 


acq. IRB 1958-11. 


Goodwill payments upon lease of going 
service station not advanced rent. Tax- 
payer corporation had a number of re- 
tail gasoline stations and leased several 
of them at an agreed rental plus a fixed 
payment for goodwill, which was equal 


to the price the taxpayer had paid for 


the station’s goodwill. The court finds 
that it is customary, in acquiring service 
stations, either by purchase or lease, to 
pay “goodwill money” and holds the 
payments received by the corporation 
were not advance rentals as contended 
by the Commissioner, but amounts ac- 
tually realized from the sale of good- 
will. Since the goodwill was sold at its 
cost, taxpayer realized no income. Chats- 
worth Stations, Inc., 29 TC No. 120. 


Life insurance agent taxable on com- 
missions for own policies. Taxpayer, an 
agent for a life insurance company, took 
out policies on his own life and also 
on the lives of various associates. He 


received the regular commissions on 
these policies, which he contended were 
a reduction of the premium, rather than 
income. The court upholds the long- 
standing ruling that the commissions 
are taxable, noting that it would be un- 
lawful for the company to sell tax- 
payer insurance at a_ reduced 


Ostheimer, DC Penna., 3/4/58. 


rate. 


Receipts were salary, not loan repay- 
ment. Taxpayer was a majority stock- 
holder and an officer of a corporation 
and its subsidiary, both of which en- 
countered financial difficulties. Taxpayer 
advanced funds to both. The subsidiary 
deposited funds in taxpayer’s personal 
bank account which taxpayer claimed 
The 
the deposits preceded the 


were repayment of loans. court 
finds that 
loans and were salary income which tax- 
payer then lent to one or both of the 


corporations. Creswell, TCM 1958-54. 


Bargain purchase taxable as compensa- 
tion for services rendered. Taxpayer was 
a stockholder-officer of the corporation 
which owned the land leased to Yonkers 
Raceway. He arranged for the sale of 
some of its stocks and bonds by other 
stockholders to two friends of his. The 
form of the transaction was a sale to 
taxpayer, who retained some stock and 
bonds and sold the rest to the friends. 
The securities retained had a value some 
$45,000 in excess of 


payer. This the court 


their cost to tax- 
finds was com- 
pensation. Despite the form of the trans- 
action, taxpayer was not a mere pur- 
chaser; the bargain purchase was in 
reality compensation for arranging the 
deal. Lynch, 29 TC No. 124. 


No income on cancellation of install- 
ment note. Taxpayer sold real estate to 
his son, taking back installment notes 
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for most of the purchase price. He re- 
ported the gain on the installment basis. 
In a later year he canceled the notes, 
intending a gift to his son. Under the 
regulations, gain is realized on a “dis- 
tribution, transmission or disposition” 
of an installment obligation, measured 
by fair market value, but in the case 


‘ 


of a “satisfaction” or a sale or exchange, 
gain is measured by the amount realized. 
The court concludes the gratuitous can- 
cellation of the notes is a satisfaction, 
and since nothing was realized, there 
is no taxable gain. Miller, DC La., 3/ 
8/58. 


Union “lockout” 
recipients. 


taxable to 
benefits, 


benefits 
Lockout cash or 
goods, paid to both members and non- 
members of a union are includible in 
income even though distributed on the 
basis of need. Rev. Rul. 58-139. 

Security risk suspension payment is 
income. Reimbursement for wages lost 
when an later 
cleared was suspended as a security risk 


individual who was 
since the 
settlement is essentially a substitute for 
wages earned. Rev. Rul. 58-140. 


constitutes taxable income 


OTHER DECISIONS 


Automobile corporation president sold 
auto insurance as individual. Taxpayer 
was a corporation in the business of sell- 
ing cars and trucks. Its president per- 
sonally sold insurance policies on cars 
sold only by the corporation, although 
in prior years he had written insurance 
on cars sold by other dealers. Insurance 
commission checks paid direct to the 
president of the corporation by the in- 
surance company are not income of 
taxpayer corporation. The sale of insur- 
ance was not an integral part of tax- 
payer’s sale of the cars; taxpayer was 
insurance; the 
records and the accounting kept the two 


not licensed to sell 


activities wholly separate. Moke Epstein, 
Inc., 29 TC No. 105. 


Pre-death depreciation reduces sur- 
vivor’s basis for joint property. The IRS 
expands Rev. Rul. 56-519 to show how 
depreciation prior to the death of one 
spouse affects the surviving spouse’s basis 
for property held by them as tenants by 
the entirety. The particular situation 
ruled on was that of a surviving wife 
whose interest in the property was of 
three kinds: (1) she had paid part of the 
original cost (less than half) out of her 
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own earnings; (2) the difference between 
her investment and a one-half interest 
in the property was acquired upon the 
purchase of the property jointly; (3) 
she received the remaining half upon 
the death of her husband. For the first 
portion, her basis is her cost less de- 
preciation allowed or allowable to her 
prior to the death of her husband. For 
the second portion, depreciation allowed 
or allowable to her must also be de- 
ducted. No depreciation adjustment is 
required for the third. Rev. Rul. 58-130. 
Jury finds no constructive receipt in 
agreement postponing payment. In 1948 
taxpayer delivered wheat to a grain 
elevator with the specific agreement that 
payment would not be made until Jan- 
1949. 


judge explaining the constructive re- 


uary Upon instructions of the 
ceipt doctrine, the jury finds the pay- 
until 


13/58. 


income 


Dak., 2 


ment did not constitute 
1949. McIntyre, DC N. 


Pre-1913 depreciation does not reduce 
cost for retirement accounting. Tax- 
payer railroad retired in 1940-1943 cer- 
tain equipment acquired prior to 1913. 
that the 
should be accepted as being the same as 


The parties stipulated cost 


a 1917 reproduction cost determined by 
the ICC. 
insisted that 


However, the Commissioner 


this cost must be reduced 
by pre-1913 depreciation. The court dis- 
agrees—it would be inconsistent with the 
theory of retirement accounting to recog- 
nize any reduction of basis until retire- 
ment. This is the position the Tax Court 
has taken in many similar cases, ap- 
proved by appeals courts. Chicago & 


North Western Ry. Co., 29 TC No. 104. 


Property was acquired by purchase; 
basis is cost not predecessor’s basis [Cer- 
tiorari denied]. Taxpayer contended that 
it should be allowed as invested capital 
the basis of the assets in the hands of the 
predecessor owner, a receiver in bank- 
ruptcy to a court order for sale. The dis- 
trict court found that the transfer was a 
sale, not a tax-free reorganization. This 
court affirms. Select Corp., 
cert. den. 3/31/58. 


Theatres 


Bank discontinued record storage in 
basement after flood; no deduction for 
loss of building. The bank claimed $76,- 
000 casualty loss which the Commissioner 
disallowed because only negligible physi- 
cal damage had been actually done to 
the bank building, though the bank no 
longer used its basement for storage 
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of its records after a serious flood had 
inundated the basement, destroying all 
its records. The claimed deduction was 
computed as the difference between the 
fair market value before and after the 
flood. The Fourth Circuit 
Tax Court's of the 


affirms the 
denial deduction. 
While a casualty loss may arise not only 
from physical destruction but also from 
abandonment because of the casualty, 
the bank here failed to show permanent 
abandonment of even the basement. The 
loss will be recognized only on sale of 
the building or a showing of complete 
abandonment. This claim is based essen- 
tially on a fluctuation in value. Citizens 
Bank of Weston, CA-4, 2/14/58. 


Abandonment loss allowed though line 


was not removed. Taxpayer had con- 
structed a gas-gathering pipeline at a cost 
of some $40,000. In 1952 it plugged the 
well from which the line ran and has not 
used either since. Geological reports in- 
dicated that the well and pipeline would 
never be worth operating and the line 
was worth less as salvage than the cost 
of removal. The court allows an aban- 
donment loss in 1952; physical destruc- 
tion of equipment is not a prerequisite 
to an abandonment loss. Mississippi 
River Fuel Corp., DC Mo., 2/5/58. 


Losses on motion pictures denied. In 
1943, taxpayer purchased a film about 
the Nazis 
He persisted in attempts to market the 
film, which he finally sold in 1951. The 
Tax Court denied a deduction for worth- 


for commercial exhibition. 


lessness in 1945, as taxpayer did not con- 
sider the picture worthless upon the 
fall of Nazi 
establish that it became worthless at any 


Germany and did not 
other time during the year. A deduction 
in 1945 for the loss of another film was 
also denied because taxpayer made no 
effort to obtain recoupment of the price 
the 


not shown to have been insolvent. This 


from unauthorized seller who was 


Tax Court’s hold- 
erroneous. 


court affirms since the 
Finney, 


ing is not clearly 
CA-9, 3/19/58. 


Income tax, reduced by uncontested ad- 
justments, deductible for operating loss 
when incurred. The court previously de- 
termined that taxpayer is permitted to 
deduct its 1944 excess profits tax in 
determining the amount of a loss carry- 
over. In subsequent negotiation to de- 
termine amount of the re- 
covery, taxpayer and the Government 
were unable to agree on the proper 


the exact 


amount, the question at issue being 
whether the 1944 tax should be reduced 
for certain accruals claimed by the tax- 
payer on its 1944 return. The Commis- 
sioner on examination of the return had 
reduced the amounts deductible and 
taxpayer had acquiesced. The Court 
holds that the rule as to contested items 
is inapplicable because there was no 
contest. The 1944 excess profits tax to 
be used is that as determined by the 
Commissioner and accepted by the tax- 
payer. National Forge & Ordnance Co., 
Ct. Cls., 3/5/58. 


For operating loss, can deduct EPT first 
accrued despite later renegotiation. The 
Supreme Court held in Lewyt (349 U.S. 
237) that the phrase “paid or accrued” 
must be given the same meaning in the 
computation of net loss carryovers as 
it has in other parts of the Code. Here 
taxpayer is permitted to include in his 
computation of 1946 operating loss car- 
ried back to 1944 the 1944 excess profits 
tax paid or accrued in 1944. The court 
holds this means the 1944 excess profits 
tax computed under the usual rules for 
accrual. In this particular case it is the 
tax computed on 1944 income without 
regard to the fact that renegotiation 
of 1944 business was made in later years 
1944 that re- 
negotiation 1944 excess profits tax was 


and income reduced. In 
recomputed under special statutory pro- 


visions which de not, the court holds, 
affect the operating loss computation. 
For that purpose only occurrence in 
1944 may be considered. Consequently 
the 1946 carryback is to be computed as 
absorbed by 1944 income (reduced by 
1944 
[The court merely remarks in a foot- 
note that the parties stipulated in Lewyt 


that income was reduced by the renego- 


renegotiation) less original tax. 


tiation refund.—Ed.] Continental Foun- 
dry & Machine Co., Ct. Cls., 3/5/58. 


For operating loss, cash basis taxpayer 
deducts EPT when paid. In computing 
an operating loss carryover, a taxpayer 
is permitted to deduct excess profits tax 
“paid or accrued.” There was much 
litigation over whether this phrase was 
to be interpreted as meaning in accord 
with taxpayer’s accounting system, or 
whether it meant the tax applicable for 


the year of the loss. The Supreme Court 
held in Olympic Radio and Television 
(349 U.S. 232) that the phrase must be 
interpréted as meaning in accord with 
taxpayer’s system. That case involved 
an accrual basis taxpayer. The taxpayer 
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here is on the cash basis, but the same 
rationale applies, and it deducts the tax 
paid, regardless of the fact that in a 
later year, upon renegotiation, its in- 
come was reduced and it obtained a re- 
duction of tax. Stratford Engineering 
Corp., Ct. Cls., 3/5/58. 


Income taxes not operating-loss expense. 
An individual may not treat state in- 
come taxes, interest on state and Federal 
income taxes and litigation expenses in 
connection therewith (even though re- 
lated to income derived from a trade or 
business) as “business” expenses. They 
are not deductible in arriving at ad- 
justed gross income, nor are they in- 
cludible in computing an operating loss. 
In the operating-loss computation, they 
reduce his non-business income which, 
if a net income, reduces the operating 
loss Rev. Rul. 58-142. 
Loss on sale of farm equipment net 
operating loss (Old Law) | Acquiescence}. 
laxpayer, a farmer-rancher, acquired a 
herd of breeding cattle as a separate 
business. In 1952 he decided to discon- 
tinue the breeding operation, to fatten 
the breeding cattle, and to sell them for 
beef as soon as possible. The court holds 
the loss on sale of the breeding cattle 
was not a net operating loss resulting 
from the “operation of a business” as 
required by the 1939 Code but rather 
resulted from a “termination” of a busi- 
ness. However, the court does allow the 
loss on sale of a combine as an operat- 
ing loss because that loss was purely in- 
cidental to the farming business and did 
that 
business. [Under the 1954 Code losses 


from the disposition of property used 


not result in any diminution of 


as a business are operating losses. Ed.] 


Cluck, 29 TC 7, acq., IRB 1958-13. 


Charity returned gift; not income but 
tax saving must be repaid. In 1944 tax- 
payer had created a trust to which he 
gave land and securities to be used to 
construct a public library in his town. 
In 1953 the town decided not to build 
the library and the 


trust corpus was 


returned to taxpayer. The court con- 
cedes that this transaction does not come 
under the rule 


which applies to recoveries of taxes and 


statutory tax benefit 
interest only. However, it holds that the 
statute left untouched and still valid 
the case law on tax benefit, which in- 
dicates (and the Regulations so pro- 
vide) that the principle is applicable to 
all recoveries of payments which resulted 


in a tax benefit. However, in trying to 
reach an equitable solution the court 
does not require the taxpayer to include 
the recovery in income; it holds that 
he must add to his 1953 tax otherwise 
computed the tax reduction effected in 
1944 by the shift. Two judges dissent; 
this kind of meticulous computation was 
not required by the case law nor was it 
adopted by Congress when it codified 
part of the tax benefit rule. They think 
the court should follow the simpler rule 
requiring the inclusion in income of the 
recovery, the related deduction for 
which resulted in a tax benefit. Perry, 
Ct. Cls., 4/2/58. 


Can deduct privilege taxes consistently 
claimed for base year. Taxpayer, a 
public utility, had consistently accrued 
deductions in each month of 1952 and 
1953 for the New Jersey Gross Receipts 
and Franchise taxes, which it paid in 
1953 and 1954. The taxes, although 
based upon sales for 1952 and 1953, were 
actually imposed for the “privilege year” 
in which the payments were due. The 
court holds that, since taxpayer had con- 
sistently accrued and deducted recurring 
taxes in the base period year, for many 
years with the Commissioner’s acquies- 
cence, the Commissioner could not 
change that procedure to require that 
the deductions be taken in the succeed- 
ing year of payment (the “privilege 
year’). Atlantic City Electric Co., TCM 
1958-25. 


Initial contributions to community TV 
antenna system are income, not a gift 
or capital contribution. Taxpayer con- 
structed and operated a community 
antenna television system. Only those 
persons who made contributions to tax- 
payer’s system were eligible to use it 
upon further payment of monthly 
charges. A contributor could not trans- 
fer his eligibility, but he remained 
eligible even though he moved to a dif- 
ferent The Tax 
Court held the “contributions” were not 


section of the area. 
gifts or contributions to capital; they 
were part of the payment for services 
rendered or to be rendered and were 
therefore includible in taxpayer's gross 
income. This court affirms. The doctrine 
of Cuba Railroads (268 U. S. 628), in 
which subsidies by the Cuban govern- 
ment were held not income, is yielding 
to a gradual but persistent broadening 
of the concept of income, as exempli- 
fied by Glenshaw Glass (348 U. S. 426), 
holding that triple damages are income. 
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Teleservice Co. of 
CA-3, 3/24/58. 


Wyoming Valley, 


Embezzlement loss deductible when dis- 
covered. Taxpayers’ manager embezzled 
$600,000 from 1949 to 1952 and volun- 
tarily confessed in 1952. Upon learning 
of the loss, taxpayer filed refund claims 
for the open years, allocating the loss 
over the four-year period. This was the 
method then required by IRS rulings, 
but when subsequently the Supreme 
Court's decision in Alison (344 U.S. 167) 
indicated the deduction might be taken 
in the year the loss was discovered, tax- 
payer amended its return so as to take 
the whole deduction in 1952. The court 
holds for taxpayer; the entire loss is 
deductible in 1952. It had not elected 
to follow a contrary method since it had 
no choice prior to Alison but to follow 
the IRS rulings. [1954 Code Section 
165(e) specifically requires a theft loss to 
be deducted in the year of discovery.— 
Ed.| Interstate Corp., DC 
N. Y., 2/24/58. 


Financial 


Interest payable out of profits accrues 
when profits are earned. When tax- 
payer’s preferred stock was sold to in- 
vestors in 1925, the holders of the com- 
mon stock, two German corporations, to 
make the issue more attractive, guar- 
anteed that the preferred would re- 
ceive dividends for four years. The Ger- 
man corporations actually paid about 
$800,000 to preferred stockholders under 
this agreement. Taxpayer agreed to pay 
the parent corporations out of profits 
the sums advanced, plus interest. In 
1940, the accrued the full 
amount of interest, about $450,000, on 
the ground that not till then did it 
have profit out of which to pay the in- 


taxpayer 


terest. The court finds the interest ac- 
crued in 1939. The agreement provided 
that reimbursement should not be made 
“except out of profits” of taxpayer. ‘Tax- 
payer argued that this meant profits 
after deduction of the preferred divi- 
dends, and since dividends in arrears 
were paid in 1939, there was nothing 
left to meet the liability for the 1925- 
29 debt and interest. Only when 1940 
earnings came in was taxpayer required 
to make payment and only then did in- 
terest accrue. However, the district court 
held that the word “profits” in the 
agreement had its usual meaning, Le., 
without dividends. The 
1939 and 
interest accrued then. This court affirms. 
American Bemberg, CA-3, 3/14/58. 


deduction of 
liability to repay arose in 
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Does the “two-shot” corporation escape 


collapsible treatment under Section 341? | 


Section 341 does not adequately restrict the collapsible corporation of the 


by J. BRUCE DONALDSON 


“lwo- 


shot” type because it was designed and drafted with the classic collapsible prototype 


in mind. Like a gill net, it is well woven to catch the fish 


originally cast, but it is not at all adequate to cope with the eels that can go 


slipping through. Mr. 


for which it was 


S 


Donaldson examines the provisions of Section 341 and its 


application to several typical “two-shot” construction ventures. 


hy LAPSIBLE CORPORATIONS have had a 


dynamic evolution. Spurred by 
sharply advantageous tax results and 
given breadth by diverse facets of appli- 
cation, this type of corporation quickly 
gained wide and polished usage. Almost 
without transitional pause, preventive 
legislation followed. 

341 of 1954 Code is the 
present statutory vehicle for meeting the 


The 


section is neither simple nor clear. To 


Section the 


collapsible corporation problem. 


many, the difficulties created in de- 
termining the areas of encompassment 
have proved vexatious and the statute 
represents an obstacle: to others, the 
existence of a specific provision, regard- 
less of how technical, invites ingenuity 
and the statute represents an opportun- 
ity for circumvention. Somewhere be- 
tween these approaches lies the course 
of wisdom. 

It is the purpose of this article to 
examine the status under Section 341 of 
the so-called “two-shot” corporation. 
Such a corporation is one which con- 
structs two separate projects, disposes of 
one and is then collapsed. This type of 
use in 


corporation is susceptible of 


many industries, e.g. oil, motion pic- 
ture and construction. However, here all 
examples will be drawn from, and focus 
will center on, the residential construc- 


tion field. 


Section 341 provides the definition of 
a collapsible corporation and prescribes 
that shareholders, upon collapse through 
sale, liquidation or otherwise of a col- 
lapsible corporation, shall realize or- 
dinary gain unless certain specific limita- 
tions operate. A presumption relating to 
the section’s applicability is also in- 
cluded. 

rhe section operates as an integrated 
statutory whole. However, all parts of 
the provisions are not of equal import- 
ance to the type of corporation under 
consideration; only the parts of the sec- 
tion and certain construction difficulties 
which arise under these parts are dis- 


cussed. 


Definition and substantial realization 


Section 341 defines a collapsible corpo 
ration as one “formed or availed of prin- 
cipally for the manufacture, construc- 
tion, or production of property,” or for 
the purchase of Section 341 assets, with a 
view to realization by its shareholders 
of the gain attributable to the property 
through liquidation, sale of stock, or dis- 
tribution, before realization by the 
corporation of a substantial part of the 
income to be derived from the prop- 
erty.! The definition is deceptively clear; 
underneath this surface clarity lie diffi- 


cult technical and semantic problems. 


One of the problems is that of measur- 


ing and determining what constitutes 
substantial realization. 

The collapsible corporation definition 
requires that collapse take place before 
corporate realization of a_ substantial 
part of the income to be derived from 
the property manufactured, constructed, 
produced or purchased. As a_ prelimin- 
ary to the application of the substantial 
realization test, it is necessary to deter- 
mine what constitutes the relevant prop- 
erty to which the test is to be applied. 
The Regulations provide that reference 
should be made to each separate prop- 
erty constructed, manufactured, _ pro- 
duced or purchased as to which the sub- 
This 
separate property approach is modified 


jective view to collapse existed. 


where an integrated project is involved. 
“Where 
an integrated project involving several 


such property is a unit of 
properties similar in kind the de- 
termination must be made by reference 
to the aggregate of the properties con- 
stituting the single project.” Reg. 1.341-2 
(a)(4). 
Under therefore, 


the Regulations, 


each separate property or integrated 
project is tested separately to determine 
whether substantial realization as to 
that property has occurred. In effect, it 
is the position of the Regulations that, 
so long as one separate asset does not 
meet the substantial realization test, the 
corporation remains within the collaps- 
ible corporation definition. 

After 
property, the next step is to compute the 


total 


focusing on the appropriate 


income to be derived from the 


property. A comparison is then made 
of the realization at the corporate level 
to determine if it is substantial in refer- 
ence to the total income to be derived 
from the property. The method of com- 
putation urged by most commentators 
and apparently accepted informally by 
the Internal Revenue Service, is to add 
together (1) the income which has oc- 
curred from the property in the corpora- 
tion, and (2) the amount of gain which 
would be realized upon a sale of the 
property at the date of collapse. Recent- 
ly, this approach received judicial ap- 
proval and application. A. E. Levenson 
et al., (DC Ala., 12/11/57). No contrary 
authority exists. 

“formed or 


! Also included are corporations ; 
“eol- 


availed of” for the holding of stock in a 
lapsible corporation.” Section 341(b) (1). 

2 Section 312(b) relates to corporate distributions 
in kind of inventory or unrealized receivables; 
Section 312(j) deals with treatment accorded dis- 
tributions having a source in federally insured 
financing. 

* Although it is not altogether clear, it seems to 
be the approach dictated after careful analysis 
is made of Reg. 1.341-4(c) (4). 
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What percentage of realization at the 


corporate level constitutes substantial 


within the intendment of the section 


is not presently clear. Thus far, the 
IRS has no promulgated position. The 
that 
realization of more than 50% is clearly 
Most take this 
position. For convenience in discussion 


Levenson case _ holds corporate 


substantial. writers also 
it will be assumed that 50° constitutes 


substantial realization. 


Operation of the section 

Section 341(a) carries the taxing im- 
pact of Section 341. Assuming a corpora- 
tion comes within the orbit of defini- 
tion of a collapsible corporation, Sec- 
tion 341(a) provides that the gain from: 

|. sale or exchange of stock, or 

2. distribution in partial or complete 
liquidation which is treated as a sale or 
exchange, or 
3. a distribution which is treated, to 
the extent it exceeds the basis of stock, 
in the same manner as a gain from the 
sale or exchange of property, shall be 
treated as gain from the sale or ex- 
change of non-capital assets. 

Section 341 operates only where, but 
lor its provisions, the gain realized on 
collapse would be considered long-term 
capital gain. Thus, the section does not 
apply where the gain is non-recognized 
or short-term, nor does it apply where, 
by virtue of Sections 312(b) or 312(j)? a 
distribution is treated as a dividend. 

Section 341 appears to cover all pos- 
sible methods of collapsing a corpora- 
tion, i.e. sale or exchange of stock, cor- 
poration liquidation and distributions 
before realization of corporate earnings 


and profits, 


except one, redemption 
under Section 302. This apparently was 
a result of an oversight in drafting the 
section. Section 341(a) refers to distribu- 
tions in complete or partial liquidation, 
which are “treated under this part,” as 


an exchal 


ge for stock. “This part’ ob- 
viously refers to Part II, Corporate Liqui- 
dation; since redemptions under Section 
02 are covered in Part I, Distributions 
by Corporations, Section 341 does not 
technically reach such distributions. 

Limitations on the operation of Sec- 
subsection 


tion 341 are contained in 


(d). There are three such limitations 


each of which functions independently 
of the others. 

Che first limitation, contained in sub- 
section (d)(1), exempts from the opera- 
tion of Section 341 stockholders owning, 
directly or indirectly, less than 5% of 


the stock of the corporation. This limita- 





tion virtually eliminates widely held 
corporations from the orbit of the col- 
lapsible provisions. 

Subsection (d)(2) provides that Sec- 
tion 341 does not apply to gain recog- 
nized on collapse of a corporation, un- 
less more than 70% of such gain is at- 


tributable to the property so manufac- 


tured, constructed, produced or pur- 


chased. This is the so-called “70-30” 
rule. 
Serious classification problems arise 
in applying this limitation; determina- 
tion must be made of the relevant unit 
of property and consideration must be 
given the effect of corporate realization 
as to a specific property. The Regula- 
tions provide that, in applying the limi- 
tation, reference must be made to each 
separate property or integrated project 
which has been manufactured, con- 
structed, produced or purchased. Unless 
substantial realization has taken place 
as to each such property, the gain at- 
tributable to that property is classified 
on the 70 side of the “70-30” rule. Sur- 
plus attributable to income derived 
from those properties which remain col- 
lapsible is also placed on the 70 side. 
All other falls to the 


side. 


property other 

After completion of the classification 
process, computation is made as fol- 
lows: 

1. Determine the fair market value of 
the shareholder’s pro rata share of the 
corporation’s net assets as of the col- 
lapse date and subtract the shareholder's 
basis for the shares. 

2. Ascertain the shareholder's pro rata 
share of the appreciation over adjusted 
basis of the collapsible assets and_ his 
pro rata share of surplus attributable to 
collapsible assets. 

3. Compare the result of the second 
computation to determine whether it 
represents more than 70% of the first. 

Where the limitation applies, the en- 
tire gain enjoys the benefit of capital 
gain treatment; where it does not, the 
entire gain is treated as ordinary. 

Subsection 341(d)(3) provides a three- 
year rule which frees property held for 
more than three years after completion 
of manufacture, construction, produc- 
tion or purchase, from the operation of 
Section 341. The problem of what con- 
stitutes the relevant unit of property is 
also present as a preliminary to the 
application of this limitation. The im- 
portance of this question arises out of 
the necessity for fixing the date of com- 
pletion. The last act upon a particular 
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unit in an integrated whole may have 
occurred more than three years prior to 
collapse, while work on the project as a 
whole continued until much later; de- 
pending upon what constitutes the rele- 
vant unit of property, subsection (d)(3) 
may or may not apply. It is probably 
safe to assume that a separate property 
or integrated project approach consti- 
tutes the position of the IRS in this 
area. Application of subsection (d)(3) 
results in immunization of the gain 
realized on the specific property from 
the operation of Section 341. 

A corporation is not disqualified from 
the definition of collapsible corporation 
by virtue of application of one of the 
(d) limitations; subsection (d) acts on 
and limits only the operative taxing pro- 
vision of Section 341, namely, subsec- 
tion (a). 


The “two-shot” corporation 


As the collapsible corporation origi- 


nally evolved, the corporate lifespan 


covered a single economic transaction. 
The 


lapsible idea included three mechanical 


central core of the original col- 
steps: formation of a corporation, pro- 
duction of property in the corporation 
and realization of the profit attributable 
to the property through sale of the stock 
or corporate liquidation. 

Section 341 was enacted to deal with 
the collapsible corporation in its classic 
prototype. The structure of the section 
and the statutory technique employed 
are designed to deter an avoidance de- 
vice with specific mechanics. 

The “two-shot” corporation is an off- 
shoot of the collapsible idea. Such a 
corporation is one which is characterized 
by production of two separate proper- 
ties, realization of the gain attributable 
to one, followed by collapse. A key dif- 
ference between the one- and two-trans- 
action corporation is the incident of 
realization of income at the corporate 
level. Underlying the “two-shot” corpo- 
ration is the tax stratagem of allowing 
some income at the corporate level, with 
the expectation, through the circumven- 
tion of Section 341, of achieving a single 


capital gain as to the balance of the 


[J. Bruce Donaldson is an attorney, an 
associate in the Detroit, Michigan, firm 
of Raymond, Chirco & Fletcher. He is a 
member of the Michigan Bar Associa- 
tion, Section of Taxation and the De- 
troit Bar Association, and was Special 


Attorney, Trial, Office of the Chief 


Counsel, IRS, from 1953 to 1957.] 
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profit. Should the stratagem fail, double 
tax as to a portion of the profit penalizes 
the attempt. Should the plan succeed, at 
least to enterprisors subject to high sur- 
tax, an attractive tax result is achieved. 


How it works 


The following are four illustrations 
of “two-shot” corporation use. Each ex- 
ample differs as to mechanics and as to 
the structural weak point in Section 341 
at which it is aimed. 

l. Simple 
Quality Builders, Inc. is incorporated by 
A and B; transfers $1,000 to the 


corporation in exchange for one-half of 


“two-shot” corporation. 


each 


the common stock. The corporation pur- 
chases two separate tracts of land each 
containing 25 residential building sites. 
Quality Builders constructs 25 residential 
units on each tract and, after completion, 
sells all the houses in one tract. Upon 
these sales a unit profit $1,000 is realized, 
or a total net profit of $25,000. Federal 
income tax on the net profit is $7,500 
and $17,500 is left to surplus. The resi- 
dences on the second tract have a fair 
market value of $25,000 above cost 
Quality Builders, Inc. liquidates. Gain 
on liquidation to A and B consists of 
their pro share of 


rata corporate sur- 


plus of $17,500 in cash, and 25 homes 
which have a fair market value of $25.,- 
000 in excess of existing financing obli- 
gations which are a lien thereon. 

341, 


reach the gain upon liquidation. Sub- 


Section technically, does not 
section (d)(2), the so-called “70-30” rule, 
operates to prevent application of Sec- 
tion 341 as follows: upon liquidation, 
under the integrated project rule of the 
Regulations, reference is made to each 
separate tract project. As to one project 
substantial realization has occurred and 
consequently the surplus, in the form of 
cash, ‘generated out of this project is not 
collapsible property. Inasmuch as such 
surplus amounts to 41.1% of the gain 
(17,500 + 42,500), 
the limitation of subsection (d)(2) ap- 


upon liquidation 


plies. The entire gain on liquidation 


qualifies as capital gain. 


The effective tax rate imposed on the 


*A more advantageous result to B might be 
achieved by the following modifications. After 
completion of the houses, 13 units are sold in one 
tract and 12 from the other. At that point A’s 
stock is redeemed. Following this the thirteenth 
unit in the second project is sold and Quality 
Builders, Inc. is liquidated. Section 341 might not 
apply to the gain on liquidation since substantial 
realization as to each project has occurred. 
5The cash represents the dividend from Style- 
Wise, $15,750, less corporate tax, $709, after giv- 
ing effect to the dividends-received credit, less tax 
incurred on liquidation of Style-Wise; 15 homes 
received from Style-Wise Homes on liquidation 
and the 50 homes constructed by Residential 
Homes, Inc. make up the 65 homes. 
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profit from the fifty homes is 36.25%, 
30% corporate tax on the 
realized at the corporate level plus a 


income 


maximum 25% 


~ upon the gain on liqui- 


dation. 

2. “Two-shot” corporation with re- 
demption out. Assume the same facts as 
in the Quality Builders, Inc. example 
except as follows: 

A enjoys high bracket income, B’s in- 
come is moderate. After completion of 
each of the two 
all the 
in one tract. Quality Builders, at that 


point, redeems all of the stock of A. 


residential units on 


tracts, sale is made of houses 


A redemption distribution is made in 
the amount of $18,500 which represents 
the capital investment of $1,000 and the 
$17,500 after tax profit on the resi- 
dential units sold. 

Quality Builders, Inc. continues nor- 
mal operations until the homes located 
on the second tract are substantially 
disposed of and then liquidates. 

As to A, 


a strict interpretation of its wording, 


section 341 does not, under 


operate. As pointed out above, Section 
341(a)(1) does not cover distributions 
under Part I, Distributions by Corpora- 
tions. Under Section 302, a distribution 
which is complete redemption of the en- 
tire stock interest of one stockholder is 
treated as an exchange and qualifies as 
a capital gain. Of course, B has not 
benefited from a tax aspect. However, 
many factors, such as A’s superior real 
estate development background or fi- 
nancing sources might influence his 
participation.4 

3. Shopping center development. Sub- 
urban Inc. 


Development, is incorpo- 


rated, A and B each transferring $10,- 
000 to the corporation in exchange for 
one-half of its common stock. The corpo- 
ration purchases a large tract of sub- 
urban land one corner of which is suit- 


able for development of a shopping 


center. 
Say one hundred residential houses 
are constructed and sold. A shopping 


center, financed by the profit from the 
residential unit sales, is constructed and 
the commercial space is leased to various 
national merchandising concerns. 
Suburban Development, Inc., after the 
lapse of three years from construction, 
liquidates. After liquidation A and B 
immediately sell the shopping center. 
Section 341 does not apply to the 
Sub- 
section (d)(3) frees the gain from the 


gain realized upon liquidation. 


since the 


section 
property distributed in liquidation was 


application of the 


held more than three years after com- 
pletion of construction. 

4. Parent-subsidiary “two-shot” com- 
bination. Residential Homes, Inc. is in- 
corporated by A with initial capital of 
$87,500. The corporation purchases a 
tract of land for $50,000 containing 5) 
subdivided lots. 
and B, a 
general realtor, cause incorporation of 


Residential Homes, Inc. 
Style-Wise Homes Co. Original capital, 
$50,000, is provided and stock issued as 
Residential 
vides $37,500 in exchange for 75%, of 
the stock and B contributes $12,500 for 


950 
a o* 


follows: Homes, Inc. pro- 


Style-Wise acquires 50 building 
at $1,000 
thereon and disposes of 30 of these 


sites each, constructs homes 
homes over a two-year period at a profit 
of $30,000. From this profit, Style-Wise 
declares a dividend of $21,000 and satis- 
fies corporate tax of $9,000. 
Residential Homes, Inc. builds 50 
houses; each unit has a value of $1,000 
in excess of cost. At that point, Style- 
Wise Homes is liquidated and distributes 
in liquidation 20 homes which have a 
value of $20,000 in excess of construc- 


tion mortgage indebtedness and _ land 
cost. Residential Homes, Inc. realizes a 
gain on liquidation of $15,000 which is 
subject to tax at a rate of 25%, or 
$3,750. 
Thereafter, 


Residential Homes. Inc. 


liquidates and distributes in liquida- 
tion $11,291 in cash and 65 homes which 
have a value of $65,000 in excess of con- 
struction mortgage indebtedness and 
land cost.6 The gain on liquidation to 
A is $76,291, which bears tax at a rate 
of 25%, or $19,072.75. 

Style-Wise 
within the definition of a collapsible 


Homes does not come 
corporation since, as to the 50 homes 
constructed, substantial realization pre- 
ceded liquidation. Residential Homes, 
Inc. avoids the operation of Section 341 
by virtue of the application of Subsec- 
(d)(2), the “70-30” 
liquidation, $50,000 of the total gain of 
$76,291 


property, and since this amount is less 


tion rule. Upon 


is attributable to collapsible 


than 70% of the gain, the limitation 
applies. The effective rate of tax upon 
A’s part of the profit from the trans- 
action, $87,500, is 34.7%. 

It is not suggested that all, or any, 
of the transactions set out can confident: 
ly be expected to produce the tax re- 
sults indicated. Obviously, substantial 
jeopardy is involved in most. This risk 
must, in the final analysis, be measured 
against the benefit which will flow from 
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success and the penalty which will fol- 
low from failure. 

Section 341 was designed to cope with 
the collapsible corporation device. In 
an attempt to be specific the statute 
is complex. Moreover, the effort, through 
precise definition and mechanical limi- 


tation, to define the section’s exact areas 


How to plan a safely 


in the face of today’s 
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of encompassment also results in out- 
lining its outer boundaries. The “two- 
shot” corporation aims at skirting Sec- 
341 
avoidance 
Section 341 
structural standpoint adequate to cir- 
sumscribe the “two-shot” corporation. 


tion while achieving the desired 


result. It is concluded that 
is not, from a technical or 


thin corporation 
obstacles 


by GERALD J. KAHN 


This is a practical guide for the tax man advising on the formation of a new 


corporation. Mr. Kahn sets out the type of note, corporate minutes and records 


which, in the light of current cases, will be most likely to achieve successful thin- 


ness 


definite standard in the Code itself. 


" r'HIN CORPORATION has probably 
received more extensive treatment in 
the tax literature than any other single 
subject. The justification for such con- 


centration lies in (1) the considerable 
tax advantages to be reaped from a suc- 
cessful thin corporation and (2) the fact 
that the only practicable means by which 
many a Closely held corporation may 
secure adequate financing is through the 


creation of a thin corporation. 


Thin capitalization 


Che thin corporation, that is, one hav 
ing a disproportionate ratio of debt to 
equity, is financed partially by share- 
holders’ loans and partially by capital 
investments. With respect to the capital 
furnished by loans, the principal tax 
(1) the 


periodic payments to the lenders are de- 


benefits incidental thereto are: 


ductible by the corporation as interest; 
(2) the repayment of the advances is tax 
the the 
deductible as an 


free and (3) loss sustained, if 
corporation fails, is 
ordinary loss in the case of a business 
bad debt, and as a short-term capital loss 
in the case of a nonbusiness bad debt. 
While it is true that the capitalization 
of many corporations takes the form of 
loans rather than stock in order to se- 
cure the foregoing favorable tax con- 
sequences, it is also true that closely held 
corporations are frequently limited in 
their sources of financing and may have 
to rely on shareholders’ loans as a last 
resort where the shareholders are unwill- 


ing to place any more capital at risk. 


1s an aid to long-range planning, he discusses briefly proposals to insert a 


There is such an abundance of litera- 
ture on the subject and so many court 
decisions have been handed down since 
the Supreme Court first indicated in 
19461 that thin capitalization is a factor 
to be considered in determining whether 
an instrument represents the interest of 
a creditor or that of a shareholder that 
it would seem that, by now, some pat- 
tern would have emerged to serve as a 
guide in the creation of a_bona-fide 
debtor-creditor relationship. But the con- 
tinuing litigation in this area indicates 
either the lack of reliable guideposts or 
the existence of a large group of unwary 
taxpayers. Perhaps it may also suggest 
that there is a substantial group of tax 
payers who are taking risks without in- 
telligently measuring the consequences. 

That the ratio of debt to equity is but 
taken into account 
in determining the character of an in- 


one element to be 


Thin 
capitalization by itself has never been 


strument needs to be repeated. 


the sole criterion for a finding by a 
court of debt or equity; at least, no 
court has so indicated. The courts have 
considered such other factors as the re- 
lationship of amounts loaned to stock 
interests, treatment on corporate records, 
fixed maturity date, duration of loan, 
interest voting rights, 
ordination and the character of the use 
the 
funds. While it is difficult to surmise how 
much weight will be given to capital 
thinness in any single case, it would be 
safe to conclude that a grossly excessive 


payments, sub- 


by the corporation of advanced 
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amount of alleged loans would influence 
a court to deny them that status. The 
Tax Court and the 
Service have 


Internal Revenue 
indicated that a debt-to- 
equity ratio of 314% to | is not unreason- 
able,? but this is far from being conclu- 
sive. Just as there have been cases in 
which an instrument has been adjudged 
a security despite the existence of a 
ratio less than 314 to 1, there have been 
cases where a than the 
aforementioned has not prevented the 
finding of debt.® 


ratio greater 


the 
financing of a close corporation from a 


As previously noted, planning 
tax standpoint, whether at its formation 
or at some time thereafter, must give 
weight to 
quantum 


besides the 
debt and 
equity. The extremely narrow approach 


many factors 


relationship of 


taken by the Tax Court recently in con- 
struing transactions between share- 
holders and their corporations is ad- 
monition enough that utmost caution 
must be observed in creating a dual 
creditor-shareholder position.4 

To enhance the chances that share- 
holders’ advances to their corporation 
will be recognized as debt rather than 
equity, the following steps should be 
taken: 

1. Loans by shareholders should not 
be in proportion to stock interests.5 For 
example, where there are three equal 
shareholders, instead of having the share- 
the 
if one share- 


holder lends, say, 75% of the total, an- 


holders each advance one-third of 


debt funds, it is far better 


other 25%, and the third nothing. 

2. The transaction should be handled 
as a loan by the shareholders and should 
so be designated on the corporate books 
and records.® 

3. The 
by notes conventional on their face and 


advances should be reflected 


conforming to all the concepts of debt, 
that is, having a fixed maturity date for 
the principal sum which is reasonable in 
time,’ calling for fixed annual payments 


1 John Kelley Co. v. 
(1946). 

2 Ruspyn Corporation, 18 TC 769, 
1952-2, Cum. Bull. 3). 

3’ Compare Gooding Amusement 
Commissioner, 236 F.2d 159, (6th Cir. 1956-, 
cert. den. 352 U.S. 1031, (1957), and Rowan v. 
United States, 219 F.2d 51, (5th Cir., 1955). 
*See Gooding Amusement Co., Inc., 23 TC 408, 
(1954), aff'd 236 F.2d 159, (6th Cir., 1956), 
cert. den. 352 U.S. 1031, (1957); Oreste Casale, 
26 TC 1020, (1956), rev’d 247 F.2d 440, (os 


Commissioner, 326 U.S. 521, 
(1952), (acq., 


Co., Inc. v. 


Cir., (1957); Pelton Steel Casting Co., 28 
153 (1957) affd. Jan. 7, 1958 (7th Cir.). 

5B. M. C. Manufacturing Corp., 11 TCM 376, 
(1952); New England Lime Co., 13 TC 799, 
(1949). 

®Crown Iron Works Co. v. Commissioner, 245 
F.2d 357, (8th Cir. 1957), aff’'g 15 TCM 1046, 
(1956). 

7U. S. v. South Georgia Ry. Co., 107 F.2d 3, 


(5th Cir., 1939); Ticker Publishing Co., 46 BTA 
399. 
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waukee. He is on the Taxation Com- 


Godfrey and 


mittee of the Wisconsin State Bar and 
was formerly Clerk to a judge of the 
U. 8. Tax Court.| 
in the form of interest’ and possessing 
no voting rights.® 

4. The shareholders’ loans should not 
be subordinated to the claims of other 
creditors and should, if possible, be se- 
cured.,10 

5. A record should be made on the 
corporate minutes that the shareholders 
are unwilling to place any more capital 
at the risk of the business, that funds 
are not available through the ordinary 
sources of credit, and that the only way 
to obtain the additional required funds 
is by way of loans from shareholders." 

6. Adequate investment capital should 
be provided and the debt-to-capital ratio 
should probably not exceed 2 to 1. A 
record should be made of any good-will 
or going-concern value and of the market 
value of the corporate assets, if in excess 
of book value, at the time of the loans, 
enter into the 


because the foregoing 


computation of the debt-to-capital 


ratio.!* 


7. The funds advanced should be 


used for operating capital in the busi- 
ness, and not for the acquisition of fixed 
assets.13 

8. Upon maturity of the notes, they 
should be paid. If the corporation still 
has need for the repaid sums, an entirely 


new loan should be made with new 


notes exchanged for the sums _ ad- 


vanced.!4 

It is true that the courts in different 
cases have place varying shades of im- 
portance on the aforementioned factors. 


Nevertheless, the more favorable tax 


privileges accorded to debt justify a strict 
observance of the guideposts established 
by the courts. Shareholders who believe 
they are committing funds as loans, but 
are not careful, may find eventually that 


interest deductions will be disallowed the 


8 Commissioner v. H. P. Hood & Sons, 141 F.2d 
467, (lst Cir., 1944): Commissioner v. O. P. P. 
Holding Corp., 76 F.2d 11, (2nd Cir., 1935). 

® Crown Iron Works Co. v. Commissioner, supra, 
Note 6. 

10 Commissioner v. Meridian & 13th R. Co., 132 
F.2d 182, (7th Cir., 1942); Wetterau Grocer Co. 
v. Commissioner, 179 F.2d 158, (8th Cir., 1950). 
11 See Miller Estate v. Commissioner, 2: F.2d 
729, (9th Cir. 1956), rev’g 24 TC 923, (1955). 

12 B. M. C. Manufacturing Corp., supra, Note 5; 
Bakhaus and Burke, Inc., 14 TCM 919, (1955); 
Anslie Perrault, 25 TC 439, aff'd 244 F.2d 408, 
(10th Cir., 1957); Kraft Foods Co. v. Commis- 
sioner, 232 F.2d 118, (2nd Cir., 1956), rev’g 21 
TC 513, (1954); Miller Estate, supra, Note 11. 

18 Rowan v. United States, supra, Note 3. 

14 Gooding Amusement Co., Inc., supra, Note 4. 
5 352 U.S. 82, (1956). 
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corporation, purported loan repayments 
taxed to them as dividends and, if the 
financially  dis- 
advanced 


corporation becomes 


tressed, losses of the funds 
treated as long-term capital losses. 

In an effort to introduce objective 
tests to be followed in determining the 
tax status of shareholders’ advances, the 
Advisory Group on Subchapter C of the 
Code recommended on December 24, 
1957, to the Subcommittee on Internal 
Revenue Taxation of the House Com- 
mittee on Ways and Means that Section 
317 be amended to include a definition 
of corporate indebtedness. The proposed 
definition is as follows: 

(c) Indebtedness.—For purposes of this 
subtitle, indebtedness of a corporation 
shall include in all events (but shall not 
be limited to) any unconditional obliga- 
tion of a corporation to pay on demand 
or on or before a specified and not un- 
reasonably distant date a sum certain 
in money incurred upon a distribution 
to shareholders or for an adequate con- 
sideration in money or money’s worth 
and under circumstances which do not 
negative any reasonable expectation of 
payment, if — 

1. the obligation is not by its terms 
subordinated to the claims of trade 
creditors generally, and 

2. by the terms of the obligation, pay- 
ment, if any, for use of the principal 
amount is not excessive, is not depend- 
ent upon the earnings of the corpora- 
tion, and is unconditionally due not 
later than the maturity date of the 
principal amount, and 

3. the obligation does not by its terms 
entitle the obligee to vote upon the elec- 
tion of directors of the corporation, and 

1. in case the obligation is initially 
held or guaranteed by a shareholder of 
the corporation, immediately after the 
obligation is created the principal 
amount of all obligations of the corpo- 
ration held or guaranteed by its share- 
holders does not exceed by more than 
five-to-one the fair value of the out- 
standing stock of the corporation or the 
total of the capital and surplus paid-in 
with respect thereto, whichever is 
greater. 

As is evident, the proposed statutory 
definition would not be limited to ad- 
vances by shareholders, but would apply 
to all purported corporate debt. The 
proposed statute has specific reference 
to shareholders’ loans only insofar as it 
provides that the ratio of shareholders’ 
loans and corporate obligations guaran- 


teed by shareholders to corporate equity 


shall not exceed five-to-one. (Of particu- 
lar note, as will be seen hereinafter, is 
the commingling of guaranteed obliga- 
tions with direct loans in the computa- 
tion of the ratio.) However, as the re- 
port accompanying the proposed amend- 
ments indicates, the provision would 
serve its greatest purpose in the area of 
loans by stockholders to small closely 
held corporations. 

Certainly, the desirability of a greater 
measure of certainty in this important 
area cannot be gainsaid. It would permit 
shareholders to make loans up to the 
5-to-1 ratio with certainty of the tax 
treatment if all the other requirements 
are met. Taxpayers, however, might en- 
counter difficulties in meeting the pro- 
posed requirements. There might be dis- 
agreement between taxpayers and _ the 
government as to what constitutes an 
unreasonably distant date, or an ex- 
cessive rate of interest, or a fair value of 
the outstanding stock. However, it is to 
be hoped that, if such a provision is en- 
acted, the IRS and the courts will not 
interpret it to require all corporate 
loans to meet its standard in order to 
qualify as debt. The Advisory Group left 
little doubt that this was not its inten- 
tion by stating in its report that the pro- 
posed amendment is “to be without pre- 
judice to the determination of the status 
of other alleged obligations not coming 
within its strict requirements.” 


Guaranteed loans 


Tax advantages substantially similar 
to those attained through shareholders’ 
loans may be available through other 
forms of transactions without incurring 
the same risks. One such transaction is 
the guaranteed loan, in which the corpo- 
ration borrows funds from a third party, 
such as a bank, and the shareholders 
euarantee the loan. If the transaction is 
legitimate, the interest payments will be 
deductible by the corporation and the 
capital of the shareholders will not be 
Although the 


third party between the shareholders and 


tied up. insertion of a 
the corporation may make it more diff- 
cult for the IRS to challenge the validity 
of the transaction, nevertheless it is safe 
to predict that these transactions will not 
be immune to construction as capital 
contributions by the shareholders with 
funds borrowed by them from the third 
party. Surely the success of the govern- 
ment, in Putnam,» in having a guaran- 
teed loan treated the same as a direct 
shareholder loan, in respect to the kind 
of loss sustained by the shareholders 
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upon the corporation’s becoming de- 
funct, portends little good for unwary 
taxpayers. But, notwithstanding the po- 
tential difficulties, this technique may 
be exceedingly useful to taxpayers in 


appropriate circumstances. 


Leasing property to corporation 

\nother possible solution to the share- 
holder loan problem is that of having 
the shareholders lease property to the 
corporation, instead of attempting to 
create a creditor relationship with the 
corporation. The shareholders will first 
purchase in their own names certain 
property, such as a building, needed by 
the corporation and then lease it to the 


corporation. 


The rental payments will 





Stock and loan in one package; can’t de- 
duct interest to stockholders. In order to 
finance the acquisition of a building by 
a new corporation, its two stockholders 
advanced it $10,000 for capital stock, 
$59,600 on notes, and negotiated a bank 
$180,000. Although the notes 
issued satisfied the formal requirements 


loan for 


for a corporate indebtedness, they could 
not be called unless the stock held by 
the parties was offered for sale at the 
same time. The court finds the stock- 
holders in effect placed the notes and 
stock of the corporation in one package 
and finds the $59,600 represented capi- 
tal contributions, rather than a bona 
fide indebtedness. An interest deduction 
for the stockholders’ loan is denied. 
Lockwood Realty Corp., TCM 1958-49. 
Purchase by related corporation not 
essentially equivalent to dividend. Tax- 
payer controlled two corporations, one 
of which leased property to the other. 
Pursuant to a plan whereby the lessee 
would acquire control of the lessor 
corporation, taxpayer in 1952 sold about 
20°,, of the lessor’s stock to the lessee 
at his cost. However, he never trans- 
ferred the remaining shares because he 
was warned of the possible adverse tax 
consequences. The court finds a business 
purpose in the lessee’s acquiring control 
of the lessor in that continuity of the 
lease is assured. Although taxpayer was 
also found to be motivated by a need 
for ready cash, the sale is held not essen- 
tially equivalent to a dividend. [1954 
Code Section 304 


purchases by a related corporation, sub- 


specifically governs 


w corporate decisions this month 
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ordinarily be deductible by the corpo- 
ration. To minimize the investment of 
their capital in the property for a long 
period, the shareholders can arrange to 
borrow the bulk of the purchase price 
There are pitfalls in this kind of trans- 
action, too. The rental to the corpora- 
tion must be reasonable. In fact, the 
lease, arrangement must be at arm's 
length in all respects as it will no doubt 
be subject to close scrutiny. 

Whichever technique is used, be it 
shareholders’ loan or another, the tax- 
payer should be advised of the risks in- 
volved. But in the final analysis, the 
stouthearted taxpayer can reap im- 
pressive tax advantages in this area by 
taking intelligent risks. 


jecting them to possible treatment as 
stock redemptions equivalent to a divi- 
dend.—Ed.] Busch, DC Calif., 3/14/58. 


Advances held capital contributions, not 
loans; ratio of debt to capital, 50 to 
one. Taxpayer was a majority stock- 
holder of a corporation organized in 
1946 with a beginning capital of $25,000 
to manufacture toys. During the period 
from 1946 through 1949 he made sub- 
stantial advances to the corporation on 
demand notes which he deducted in 
1950 and 1952 as worthless business bad 
debts. The court notes that the ratio 
of indebtedness to authorized capital 
was more than 50 to one at the end of 
1947 and holds the advances were capi- 
tal contributions and not loans, so that 
there could have been no valid deduc- 
tion for worthless debts. Douglas, TCM 
1958-35. 


Thin corporation loses interest deduc- 
tion. An individual proprietor in the 
business of distributing oil well supplies 
and equipment transferred the assets 
and business to a new corporation in 
return for all ‘the stock plus $100,000. par 
value of unsecured 20-year 5% deben- 
tures. The proprietorship had a_ book 
value of less than $12,000. The bonds 
were represented by a $100,000 addition 
to goodwill. Interest on some of the 
bonds was not paid. The court finds 
there was no justification for the small 
initial capitalization and that no corpo- 
rate indebtedness existed with respect to 
The 


denied a deduction of accrued interest 


the debentures. corporation — is 


on the bonds. 
TCM 1958-36. 


Texoma Supply Co., 


Guarantor who financed family corpo- 
ration denied a business bad debt. Since 
1883 taxpayer had been interested in 
many enterprises in a variety of busi- 
nesses and frequently promoted and 
However, Tax 
Court held that he failed to prove that 


financed corporations. 


for the taxable year in question, 1951, 
and the immediate preceding years, his 
activities were so extensive as to amount 
to the conduct of a business of promot- 
ing, organizing, managing, financing and 
making loans to businesses. Accordingly 
his payment of $100,000 to a bank as 
guarantor of a insolvent 
family corporation, and $18,000 which 


note of an 


he had advanced to the corporation were 
allowed only as nonbusiness debts (short- 
term capital losses). The Tax Court also 
pointed out that in the light of the 
Supreme Court’s Putnam decision, the 
guaranty loss had to be treated as a 
loss from a bad debt, not a loss from a 
transaction entered into for profit. This 
court afhrms. Ferguson, CA-4, 3/6/58. 


“Pension” to widow to discourage stock 
sale is a dividend. A stockholders’ agree- 
ment among family members provided 
that, if any of them died, the remaining 
stockholders would cause the corpora- 
tion to pay the surviving widow a pen- 
sion, but only as long as she held the 
stock. The court finds the amounts paid 
under the agreement represent a corpo- 
rate distribution of profit, and as such 
are taxable to the widow and are not 
deductible by the corporation. The fact 
that the corporation was not a party to 
the agreement and that the carrying out 
of its provisions was procured by the 
stockholders who wanted the stock to 
remain in the family was considered. by 
the court as negativing any intention to 
make a gift or pay a pension. Standard 
Asbestos Mfg. & TCM 
1958-42. 


Insulating Co., 


Stepped-up basis on liquidation though 
purchase was “brother-sister” under at- 
tribution. Taxpayer here bought all of 
the stock of a corporation and then 
liquidated it; the basis of the assets in 
the hands of the purchased company 
was less than the purchase price of the 
stock and taxpayer, as the new owner, 
would be permitted to use as basis its 
cost for the stock under the 1954 codifi- 
cation of the Kimball-Diamond rule un- 
less it was forbidden because the basis 
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for the stock of the liquidated company 
depended on the basis to the seller of 
the stock. The IRS rules that taxpayer’s 
basis for the stock did not depend on 
therefore, it has 
a stepped-up basis for the assets received 


the seller’s basis and, 


on liquidation. The question arose be- 
cause the buyer and the seller of the 
stock that 
magnified under the attribution rules, 


were related and relation, 
made them in effect brother and sister 
and subject to the rule covering sales 
of stock between them. Taxpayer, buyer 
of the stock, was 100% owned by one 
corporation which also owned 10% of 
the seller (the other 90% being held 
by unrelated persons). However, under 
the attribution rules the buyer as parent, 
because it owned even 1 share of the 
seller, is considered to own all the shares 
and thus is treated as owning all the 
stock of both buyer and seller. Then the 
transaction must be regarded as a 
brother-sister sale and is treated by the 
seller as a redemption and is a capital 
gain to it. The IRS says that similar 
treatment should be given the buyer and 
its basis for the stock bought should be 
cost. It that the 
assets received on liquidation is the 


basis for the stock. Rev. Rul. 58-79. 


follows the basis for 


Stock was sold for cash plus preferred; 
not a reorganization |[Non-acquiescence]. 
Taxpayer and the other owners of the 
common stock of Jack & Heintz engaged 
in a series of transactions whereby they 
all stock to 
Products Corp., a 


transferred their Precision 
corporation newly 
formed by outsiders to buy out taxpayer 
and other owners, for $5 million, plus 
60,000 shares of preferred stock which 
they planned to dispose of quickly. Pre- 
cision, a day later, merged Jack & Heintz 
into itself. The Commissioner contended 
the transactions were a reorganization 
and that the $5 million re 


taxpayer was ordinary 


boot of 
ceived by in- 
come, being in effect a taxable dividend. 
The Tax Court 
transactions did not contemplate the 


disagreed. Since the 


taxpayers’ maintenance of a proprietary 
interest in the continuing corporation, 
there was no reorganization. The ex- 
change for cash plus preferred stock 
constituted a sale taxable at capital- 
gains rates. Heintz, 25 TC 132, non-acq., 
IRB 1958-11. 


No loss on redeeming bonds issued for 
assets with low tax basis. Taxpayer had 
issued some $10 million of its bonds in 
1936 for assets which it took over (the 
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transaction was part of a tax-free re- 
organization) with a basis of only some 
$7 million. It litigated and lost on the 
argument that the $3 million was in 
effect discount it could amortize. Now 
it asks for a $3 million deduction in 
1945, the year it redeemed the bonds at 
par. This the court denies. It analogizes 
the transaction to a purchase for more 
than the true value of the assets and 
points out that a loss is allowable only 
when the assets are sold. The time of 
the payment, whether at purchase or 
upon maturity of the obligations issued, 
is not the for allowance of loss. 
The court notes the contrary position 
taken in American Smelting and Refin- 
ing, 130 F2d 883, (C-3, 1942), but re- 
fuses to follow it. 


Ct. Cls., 3/5/58. 


time 


Montana Power Co., 


Exchange tax-free though first step was 
transfer to subsidiary. Section 
368(a)(2)(C) adds a new provision to the 
Code permitting a reorganization to be 
tax free although the acquiring corpo- 
all of the 
acquired into a subsidiary. The IRS 
here rules on the effect of having the 
transfer to a subsidiary precede the 
acquisition rather than follow it. Here 
a loan company was owned 79%, by one 


new 


ration puts some or assets 


corporation and 21% by various others. 
It was desirable for business reasons to 
eliminate the minority, but direct mer- 
ger into the parent was not practical be- 
cause the parent was not qualified to 
carry on the loans business in the par- 
ticular state. So the loan company trans- 
ferred all its assets to a new subsidiary 
and then merged with its 79% parent. 
The IRS rules that, while the language 
of the Code seems to contemplate a 
transfer to a subsidiary after the acquisi- 
tion of assets, there is no good reason 
why a transfer before should have a 


different tax effect. It rules that this 
transaction is non-taxable. Rev. Rul. 
58-93. 


Can’t base loss on inter-subsidiary note 
in existence upon acquisition of group. 
Taxpayer had in 1930 acquired the busi- 
ness of Central Alloys. At that time 
Central had two subsidiaries, one of 
which owed the other $1,250,000. The 
form of the acquisition was that tax- 
payer issued its stock for the assets of 
the parent (including the stock of the 
debtor on the note) and for the assets 
of the creditor. Thus Republic held the 
note payable by its wholly-owned sub- 
sidiary. Upon liquidation of the sub- 


sidiary in 1937, Republic computed its 
loss by including the note in the in- 
debtedness from the subsidiary, 
which was in excess of the assets re- 
ceived. The court denies the loss because 
the 
note was issued. The debtor had created 
and transferred the note payable to its 


due 


of the circumstances under which 


wholly owned subsidiary, together with 
all its manufacturing assets, in return 
for the subsidiary’s stock and its assump- 
of liabilities. The debtor trans- 
ferred the subsidiary’s stock to Central 
Alloy, its parent, making Central the 
direct parent of both, as it was when 
Republic entered the picture. The debt 
had no real purpose other than to im- 


tion 


prove the balance sheet of the newly 
created subsidiary. Not being valid on 
inception, no loss can be based on it. 
Furthermore the note had no real cost 
to Republic. It acquired all three com- 
panies at once and the amount of off- 
setting inter-company debts was of no 
significance to it. Republic Steel Corpo- 
ration, Ct. Cls., 3/5/58. 


Subsidiary can deduct interest and serv- 
ice charges paid to parent [Acquies- 
cence]. Taxpayer here had paid interest 
and service charges to its parent corpo- 
ration in years it filed separate returns. 
The was disallowed by the 
Commissioner under the authority of 


deduction 


1939 Code Section 45, relating to alloca- 
tion of income and deductions among 
related taxpayers. The court overrules 
the that the 
charges were those which would have 


Commissioner, holding 


been made between unrelated enter- 
prises dealing at arm’s length and as 
such the amounts were reasonable and 
the purpose justified. Seaboard Com- 
mercial Corp., 28 TC 1034, acq. IRB 
1958-13. 

Accumulated earnings unchanged by 
creating subsidiary to hold some assets. 
In 1951 taxpayer liquidated his wholly- 
owned corporation under Sec. 112(b)(7), 
under which he is not taxed on the un- 
realized appreciation of the corporate 
assets, but is required to treat as a divi- 
dend the accumulated surplus of the 
corporation. The question before the 
court is whether the corporation’s earn- 
ings in 1948 should be treated as still 
being its accumulated earnings or 
whether some or all of them must be 
regarded as transferred in 1949 when 
the corporation created a wholly-owned 
subsidiary and transferred some of its 
assets to it. The court holds that the 
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accumulated earnings of the corporation 
unaffected by 
The analyses at some 
length the cases (particularly Sansome, 
60 F.2d 931, cert. den. 287 U:S. 667) on 
the treatment of accumulated earnings 


were creating the sub- 


sidiary. court 


and deficits through tax-free reorganiza- 
tions and finds its holding here is sus- 
tained by the that 
cases—earnings are 


two theories run 


through the con- 
sidered transferred if necessary to pre- 


vent avoidance of 


and 
they are considered transferred to pre- 


their taxation 


serve continuity with the real interests. 
Mansfield, Ct. Cls., 3/5/50. 


Withdrawals from corporation taxed as 
dwidends. ‘Taxpayer withdrew money 
from a corporation which she controlled 
as administratrix and sole heir of her 
father. The money was entered on the 
books as open accouné loans and was in 
excess of the earnings and profits of 
the corporation. The court holds the 
withdrawals were not loans, but were 
dividends to the extent of earnings and 
The court finds that the stock- 


holder had no intention of repaying the 


profits. 
withdrawals. That the withdrawals were 
disproportionate to her personal interest 
in the corporation is unimportant since 
she controlled the corporation. Nor does 
the fact that the sum of the withdrawals 
exceeded the earnings and profits pre- 
clude treatment of the payments as divi- 
dends to the extent of earnings. Ros- 
chuni, 29 TC No. 127. 


Automobile agency did not improperly 
accumulate surplus [Acquiescence]. A 
Pontiac automobile sales agency, whose 
stock was held by one individual, ac- 
cumulated a surplus of almost $500,- 
000, over half of 
in marketable 


which was invested 
securities. 


had 


Though no 


taxable dividend ever been de- 


clared by the corporation, the court 
nevertheless finds the corporation was 
not liable for the surtax on improper 
accumulations of surplus. The working 
capital needed to fulfill the agency’s 
agreement with General Motors, coupled 
with the expenses of physical expansion, 
and the continuing possibility that it 
might be required to finance a new 
dealership in adjoining territory were 
considered sufficient to account for the 
surplus accumulation. Breitfeller Sales, 
Inc., 28 TC 1164, acq., IRB 1958-13. 

Election for “one-month” liquidation 
not revocable. Under the elective pro- 
visions of the “one-month” liquidation 
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rule (section 333 of the 1954 Code.) 
property of the corporation received 
in liquidation is taxed as a dividend 
to the extent of the corporation’s earn- 
ings and profits. The balance of the 
liquidation gain is, under certain con- 
ditions, deferred. Taxpayer elected to 
proceed under this section in liquidat- 
ing his wholly-owned corporation and 
later discovered that the surplus shown 
on the books was less than the earnings 
and profits for tax purposes because the 
accountant had written off $50,000 good- 
will. As a result, the amount taxed as an 
ordinary $50,000 
than taxpayer had expected. The court 
refuses to permit him to revoke his elec- 
tion. 


dividend was more 


His mistake as to the amount of 
earnings and profits, which induced the 
election, was one of law for which no 
relief can be granted. Raymond, DC 
Mich., 3/5/58. 


Local law ignored in determining gain 
on sale of assets of dissolved corporation 
[Certiorari denied]. Taxpayer, a trustee 
of a dissolved Hawaiian corporation, 
had, after the certificate of dissolution 
was issued, sold assets of the corporation 
at a gain, and argued that under Ha- 
waiian law there was no longer any 
corporation and therefore he sold the 
property on behalf of the stockholders 
individually. The Ninth Circuit, how- 
ever, upholds the Treasury Regulation 
that trustees in 
liquidation are to be treated as if made 


sales of property by 
by the corporation for the purpose of 
ascertaining gain or loss. Irrespective of 
local law, this regulation continues the 
life of a corporation for tax purposes. 
Loo, cert. den., 4/7/58. 


Holding period for liquidation recogni- 
tion and for capital gains different. The 
1954 Code (like the 1939) contains a 
provision permitting liquidation of a 
corporation within one month and taxa- 
tion of the gain to the shareholders as a 
dividend to the extent of each one’s 
share of accumulated earnings and as a 
capital gain to the extent of the receipt 
of cash and securities acquired after a 
cut-off 12/31/53. The 
pose of this cut-off date is to prevent 


date, now pur- 


avoiding the gains tax by investing 
cash in securities after the passage of the 
law. The question here is whether this 
cut-off is applicable to securities received 
for stock after the date from its sole 
stockholder. The IRS holds it is; it 
distinguishes previous rulings in which 
other acquisitions in non-taxable ex- 
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changes were held to date back to the 
receipt of the stock given up on the 
ground that those reorganizations were 
mere changes in form of stock pre- 
viously acquired. The transaction here, 
however, was the same as a contribu- 
tion of cash for stock by the stockholder 
and the purchase of the securities with 
the cash. Rev. Rul. 58-92. 


Loans to shareholders evidence of un- 
reasonable surplus accumulation. The 
Tax Court upheld the Section 102 [Sec- 
tion 531 of the 1954 Code.—Ed.] penalty 
against taxpayer. Evidence before the 
Tax Court showed taxpayer's share- 
holders had taken only nominal salaries 
but had withdrawn substantial sums as 
loans. The working capital of taxpayer 
was adequate for its potential volume of 
business. This evidence supported the 
Tax Court’s finding of unreasonable ac- 
cumulation of surplus to avoid the sur- 
tax on _ its This court 
affirms. Inc., CA-8, 3/ 
11/58. 


shareholders. 
Kerr-Cochran, 


$80,000 a year reasonable salary for 
part-time president. Taxpayer fertilizer 
corporation paid its president $100,000 
a year and its vice-president $90,000 a 
year. The allowed as a 
deduction $41,000 and $31,000 respec- 
tively. The that, 
despite a shrinking industry, taxpayer's 


Commissioner 


testimony disclosed 
firm had been expanding and had be- 
come established as a leader in the in- 
dustry. Taxpayer offered no testimony 
on comparable salaries, claiming that 
there was no comparable firm. Commis- 
sioner poined out that taxpayer’s presi- 
dent was absent for four months every 
year and that the president and vice- 
president were the sole stockholders of 
taxpayer the 
court noted that the Commissioner’s evi- 


corporation. However, 
dence of salaries paid by other firms 
did not show that the other firms were 
comparable. The court holds that a 
reasonable salary for each of the officers 
is $80,000. Bluegrass Plant Foods, Inc., 
TCM 1958-53. 


Officers’ salaries unreasonable. Salaries 
paid by taxpayer corporation to each of 
three officer-stockholders during the years 
1949, 1950 and 1951 in the amounts of 
$52,200, $65,200 and $65,200 respective- 
ly, are held to be unreasonable in the 
light of the services rendered. The court 
finds the evidence negatived taxpayer's 
argument that part of the compensation 
received in each of the years was in- 
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tended as reimbursement for services 
performed in prior years. On the basis 
of all the evidence submitted, it con- 
cludes that compensation of $42,500 is 
properly allowable to each officer for 
1949, and $47,500 to each for 1950 and 
1951. Standard Asbestos Mfg. & In- 


sulating Co., TCM 1958-42. 


Cannot deduct additional compensation 
to corporate officers. Salaries paid to the 
officers of taxpayer, a real estate corpo- 
ration, in the amount of $3,000 and fees 
paid its directors in the amount of $1],- 
200 are held to be reasonable compensa- 
tion for services rendered. An additional 
$1,500 paid to the vice-president for 
supervising the properties is disallowed 
for failure of proof of the supervisory 
services. Northline Realty Corp., TCM 
1958-21. 


Reasonable compensation for officers’ 
services determined. $6,000 paid as man- 
agement fees to two officer-stockholders 
of a real estate corporation (approxi- 
of gross rentals) is held to 

The 
Realty 


mately 11% 
be unreasonable compensation. 
court allows $4,000. 


Corp., TCM 1958- 19, 


Lockwood 


No business purpose for acquiring loss 


subsidiaries; can’t consolidate them. 
Taxpayer filed consolidated returns for 
1951-1953 with two wholly-owned sub- 
sidiaries, acquired in 1950, which oper- 
ated FHA housing projects at a_ loss. 
The 


acquisition 


Tax Court holds that, because the 
lacked 
there was no right to file consolidated 
BTA 370), 


the consolidation 


business purpose, 


returns (Spreckels, 41 and 
further that was a 
benefit forbidden under Section 129 be- 
cause the acquisitions had as their prin- 
cipal purpose the avoidance of Federal 
tax. The court interprets the somewhat 
confused factual situation as showing 
(1) the consideration paid for the stock 
of the FHA companies was nominal, the 
$16,000 advanced being regarded as a 
loan and being used to pay corporate 
debts, (2) taxpayer (or its alter ego, its 
100% 


pectation of operating the companies at 


owner) had no reasonable ex- 


a profit, (3) taxpayer did expect to 
operate at a profit and, therefore, to be 
able to use the subsidiary’s losses. Elko 


Realty Co., 29 TC No. 106. 


Must eliminate intercompany net profit 
on consolidation, not gross. Accounting 
theory, and also the consolidated re- 


turn regulations, require that, in pre- 
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paring statements for a_ consolidated 
group, profit realized on transactions 
within the group be eliminated; if the 
profit relates to merchandise held for 
sale, the inventory is reduced; if it re- 
lates to equipment used in the business, 
the basis for depreciation is reduced. 
The consolidated group in this case con- 
sisted of a construction company which 
built housing projects for two wholly- 
owned subsidiaries operated by them as 
rental properties. The parent construc- 
tion company computed its income by 
the completed-contract method, taking 
into income in any year the gross profit 
on projects completed, and deducting 
therefrom its general expenses and over- 
head incurred in that year. For the years 
in which it completed the projects for 
the subsidiaries, it eliminated from tax- 
able consolidated income the entire 
gross profit on the projects. The Com- 
missioner eliminated net profit. The 
court points out that this question is 
simply the reverse of the related one: 
what is the true cost of the projects, 
treating the consolidated group as one 
entity? Noting that the regulations do 
not specify how intercompany profit is 
to be computed, the court turns to ac- 
counting theory and concludes that the 
true cost of the project must include a 
proper allocation of overhead, i.e., it is 
intercompany net profit, not gross profit 
that must be eliminated. Conceding that, 
in the state of the record, its allocation 
must be somewhat arbitrary, the court 
finds the proportion of general ex- 
penses allocable to the projects and re- 
duces the eliminated intercompany 
gross profit by these amounts. Algernon 
Blair, Inc., 29 TC No. 128. 

Corporation “mortgaging out” with 
FHA funds coliapsible. 


a principal stockholder in a corporation 


Taxpayer was 


organized to construct an apartment 
project with an FHA-insured loan. It 
retired all of its outstanding class B 
stock upon completion of the project 
FHA loan over 


the cost of construction. A year later, 


with the excess of the 
taxpayer, a principal stockholder, sold 
all of his remaining class A stock to an 
had no accumulated 


outside party. It 


earnings and profits. The Tax Court 
held the corporation was a collapsible 
1950 


Act (applicable to 1949 and later years) 


one within the definition of the 


and gains realized by taxpayer from 
both the redemption of the class B 
stock in 1950, and the sale of class A 


stock in 1951 were ordinary income. The 


taxpayer argued that the language of 
the committee reports shows that Con- 
gress intended the collapsible rules to 
apply to temporary corporations, and 
this particular corporation is still in 
existence operating the apartments. The 
Tax Court found the statutory language 
clearly applies. Similarly, the argument 
that the committee reports refer to dis. 
tributions of property, not of cash, was 
held invalid because the statute makes 
no such distinction. Also the distribu- 
tion out of the mortgage in excess was 
a gain “attributable” to the property, as 
the Regulations here provide. Finally, 
the Tax Court concluded that taxpayer 
did not show his intent was other than 
to redeem the stock prior to realization 
of income. This Court affirms. Burge, 
CA-4, 3/6/58. 
Distribution treated as from a_ col- 
lapsible corporation; burden of proof 
not shifted. A 
struction corporation of $50,000 to a 


distribution by a con- 


stockholder at a time when the construc- 
tion was almost complete is held to have 
been made by a collapsible corporation, 
and is taxable to the recipient as ordin- 
ary income in the absence of proof that 
the collapsible corporation section 
The that the 
missioner in his deficiency notice stated 
that the 


doesn’t apply fact Com- 


distribution was taxable at 
ordinary income tax rates and did not 
mention the applicability of the col- 
lapsible corporation section until actual 
trial did not shift the burden of proof 
to the Government. Sorin, 29 TC No. 


101. 


Stock attribution rules in redemption; 


beneficiary's interest in estate’s stock 
measured as of redemption date. The 
stock attribution rules applicable to 
stock redemptions state that the bene- 
ficiaries of an estate will be considered 
as owning the estate’s stock on a_pro- 
portional basis. The regulations state 
that, if a beneficiary has received all 
the property due him, he will no longer 
be considered a beneficiary. What hap- 
pens when there is a non-pro-rata dis- 
tribution and the beneficiary still has 
an interest in the estate? What propor- 
tion of the estate’s stock is he considered 
The IRS rules that a 


ficiary’s interest in the estate’s stock is 


to own? bene- 
not fixed for tax purposes by the will. 
but should be computed as of the date 
of the stock redemption to reflect any 
non-pro-rata distributions. Rev. Rul. 58- 
111. 
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Advising the delinquent gift tax payer: 


practical and ethical hazards 


it should you say to the 


j 


by JOHN C. MASON 


nt who hasn't filed gift tax returns, but who has 


transfers that should have been reported? Why is it to his advantage to file 


nquent returns rather than rely on the slight chance of discovery? Suppose the 


mptions would have covered the gift and no tax would be duc? What ethical 


iderations bind the adviser? Mr. Mason, Lincoln, Nebraska, attorney, reviewed 


extremely practical problems at a recent meeting of the Nebraska State Bar 


wiation. This article is based on his comments there. 


i IS FAR BETTER to file a delinquent 
ift tax return than not to file at all. 
Not only does the gift tax lien pursue 
the donor implacably until satisfied, but 

extends to his donee and can even 
render the beneficiary of a gift liable for 
gift tax owed on property given to oth- 
ers. It is also better to disclose in the 
return all transfers the status of which as 
taxable gifts is in doubt, because of the 
advantage which such evidence of good 
faith gives to the taxpayer. And it is the 
duty of the practitioner to advise his 
client to file such returns whenever he 
encounters in his practice a situation in- 


volving an unreported gift. 


Typical dangerous situations 
\ gift is a transfer of property for less 
than an adequate and full consideration 


1! money or money’s worth. Thus, a 
transfer may constitute a gift not only 
other 
than love and affection for the gift, but 


where there is no consideration 
also where the consideration is less than 
adequate compared to the value of the 
gift itself. The adequacy of the consid- 
eration must be measured in money or 
money's worth, thus including as gifts 
transfers made for love and affection. 
Transfers 


pursuant to antenuptial 


agreements, made in consideration of 
the release of dower and marital rights, 
are not considered to be transfers for 
adequate consideration, and_ therefore 


they are treated as gifts for gift tax pur- 


poses. Transfers made pursuant to di- 
vorce and separation may be considered 
transfers for an adequate consideration, 
however, if certain requirements are 
met. Generally these requirements are 
that the transfer be pursuant to a writ- 
ten agreement, and that a divorce occur 
within two years thereafter. 

I believe it is the practitioner’s duty 
to make inquiries whenever he suspects 
that there may have been transfers for 
less than an adequate consideration. 
Typical situations involving such trans- 
fers include the following, to which one 
add The 


may have transferred an interest in his 


can no doubt others. client 


business, his farm or his ranch, to his 


wife or his children. There may have 


been transfers of stock in the family cor- 
poration, or transfers of partnership in- 
terests. There may have been sales of 
property to the wife or children for less 
than an adequate price. 

A property settlement incident to a 
separation or separate maintenance, not 
followed within two years by divorce, 
transfer which would 


would involve a 


be considered a gift. 


Transfers made pursuant to antenup- 


tial agreements are gifts. 

The client may have created an inter 
vivos trust, or client may be the bene- 
ficiary of an inter vivos trust created by 
his parents or others. 

Joint tenancy interests in real or per- 
sonal property may have been created, 
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in which one joint tenant did not con- | 
tribute his or her share of the purchase 
price. 

Client may have made charitable gifts, 
or gifts to his college or school. 

Client may have paid his son’s mort- 
gage or other indebtedness. Or he may 
have released the indebtedness owing to 
him by one of his relatives. He may have 
created life estates or remainder inter- 
ests. He may have given away some valu- 
able life insurance policies or paid pre- 
miums on policies owned by another. 

Let us then discuss the considerations 
which the attorney should bear in mind 
in advising his client what to do about 
a situation in which the client has made 
a reportable or taxable gift at some time 
prior to his visit to your office, but has 
not reported the gift. 


Rules for filing, paying gift taxes 

Our first inquiry is: What are the re- 
quirements for the filing of gift tax re- 
turns by donors, and what are the con- 
ditions under which donors are required 
to pay gift taxes on their gifts? 

For a brief period in 1924 and 1925 
there was a gift tax law in effect which 
was repealed. For practical purposes I 
think we need not concern ourselves 
with gifts made during that period. The 
present gift tax laws, however, origin- 
ated in 1932. We are, therefore, initially 
concerned with any gifts made during 
the more 
1932, 


During this period it has always been 


than 25 years since June 6, 
the effective date of the first Act. 


required that a return must be filed by 
any individual who makes a gift or gifts 
to any one donee in any one calendar 
year, which gifts exceed the annual ex._ 
clusion. The annual exclusion has been 
changed twice during this period. For 
the years 1932 through 1938 the annual 
exclusion was $5,000. The annual exclu- 
sion for the years 1939 through 1942 was 
$4,000, and then, beginning in 1943 and 
continuing to date, the annual exclusion 
has been $3,000. This requirement for 
filing a gift tax return applies to charit- 
able donations as well as private gifts. 
With respect to gifts made after April 
2, 1948, married donors are given the 
right to have their gifts treated as having 
been made one-half by the donor and 
one-half by the donor’s spouse, if the 
spouse consents to this arrangement. 
The consent must be signified on the 
gift tax return when filed. There are 
certain circumstances in which the right. 
to split the gift may be lost, and this 
will be discussed later. With respect to 
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the question of whether a gift tax re- 
turn is required in a situation in which 
the gifts are being split between the 
husband and wife, the rule is that, if 
without splitting the donor would be re- 
quired to file a return, then he is re- 
quired to file a return even though, as 
a result of the splitting, his share of the 
gift may be less than the annual exclu- 
sion. The spouse who is not the donor 
is not required to file a return unless his 
or her one half of the gift, after giving 
consideration to the splitting, is great 
enough to exceed the annual exclusion. 
Also, beginning in 1948, gifts by one 
spouse to the other may be treated as a 
gift of oniy half the value of the prop- 
erty. 

There is one exception to the annual 
exclusion which should be borne in 
mind. That is that, if the gift is a gift 
of a future interest, then the gift is not 
entitled to the and 
any amount of a gift of a future interest 


annual exclusion, 
subjects the donor to the requirement 
of filing a gift tax return. There is an 
exception to this exception in the case 
of a gift to a minor, where the rule un- 
der the 1954 Code now is that a gift to a 
minor will qualify for the $3,000 gift tax 
exclusion if the property given and the 
be used for the 
minor’s benefit during his minority, and 


income therefrom may 


if the unexpended property and the ac- 
cumulated income will be distributable 
to the minor outright at age 21. A fur- 
ther requirement is that, if the minor 
dies before reaching age 21, the prop- 
erty and its accumulated income must 
pass to his estate. 

If the gift is determined to be a re- 
portable gift, then the donor is required 
to file a donor’s return on Form 709. On 
this form he is required to list not only 
the gifts for the current year, but also 
prior taxable gifts. The instructions on 
Form 709 require the donor to list the 
“correct amount of the taxable gifts for 
each prior year during which gifts were 
made” and 


not merely the amounts re- 


ported on any returns made in such 


year. Thus, if the donor is intending to 
make gifts in the current year which 
will be reportable, but has failed to re- 
port gifts in a prior year, I believe that 
the Commissioner, through the instruc- 
tions on the form, has required him to 
list the earlier gifts, and the practitioner 
is obligated to advise him of this fact. 
There is another requirement of 
which you should advise your client, and 
that is a record-keeping requirement im- 
posed by regulation of the Commission- 
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er. Pursuant to this regulation, every 
individual shall, for the purpose of de- 
termining the total amount of his gifts, 
keep such permanent books of account 
or records as are necessary to establish 
the amount of his total gifts, together 
with the deductions allowable in deter- 
mining the amout of his net gifts and 
such other information as is required to 
be shown in a gift tax return. 


Liability for payment 

In computing gift tax liability, only 
the amount of gifts in excess of the an- 
nual exclusions is taken into considera- 
tion. From these amounts are deducted 
charitable gifts and any amount of the 
donor’s specific exemption which is still 
available to him and which is claimed 
by him on the gift tax return. Origin- 
ally the specific exemption, also referred 
to as the lifetime exemption, was $50,000 
for the years 1932 through 1935. For the 
years 1936 through 1942 the specific ex- 
emption was $40,000, and for 1943 and 
subsequent years the exemption is $30,- 
000. The gift tax liability is computed 
on the basis of all taxable gifts made at 
any time by the taxpayer, including 
those made in the calendar year for 
which the return is filed, from which is 
deducted the amount of tax computed 
on the basis of gifts made in prior years, 
except that no greater specific exemp- 
tion can be claimed than that in force 
for the year in question. 

If taxable gifts were made in a prior 
year on which tax should have been 
paid, the date for payment of the tax is 
the date when the return was supposed 
to be filed, that is, March 15 for years 
up to and including 1954 and April 15 
thereafter. is therefore delin- 
quent from that date. 


The tax 


Obligations of the donee 


In addition to the donor's return, a 
return is required of the donee who re- 
ceives a gift or gifts in excess of the 
annual and this return is 
Form 710. This requirement does not 
apply to the donee of a charitable gift, 
but does apply to all other donees. 


exclusion, 


The law and the regulations impose a 
personal liability for the tax on the 
donor. They also impose personal liabil- 
ity on the donee of any gift for payment 
of the donor’s gift taxes, if the gift taxes 
were not paid by the donor when due, 
and the donee’s liability is limited only 
by the value of his gift. It is not limited 
to the tax attributable to his gift. In fact 
the donee has been held to be liable for 


the donor’s gift taxes due as the result 
of gifts to other donees during the year, 
even though the gift to the donee was 
free of tax. Furthermore, the liability of 
the donee is a direct liability, and it is 
held that he is not entitled to reim- 
bursement from the donor for gift taxes 
the donee is required to pay. 

The beneficiary of a trust is liable for 
the donor’s gift taxes owing in a year 
when gifts were made to the trust, the 
beneficiary's liability being limited to 
the value of the beneficiary’s interest in 
the trust resulting from the gift. 

Section 6324 of the Code provides that 
the tax due as a result of the donor's 
gifts for the calendar year is a lien, 
which lien continues for ten years from 
the time the gifts are made. Thus, the 
donee received the property subject to a 
lien for any gift taxes owing by the 
donor for gifts made during the year, 
and the lien is not limited to the por- 
tion of the gift tax allocable to the gift 
which the particular donee has received. 
If the tax is not paid when due, then 
the donee becomes personally liable for 
the tax to the extent of the value of the 
gift which he has received. If the donee 
transfers the property to a bona fide 
purchaser or mortgagee for an adequate 
consideration, then the property which 
was the subject of the gift is divested 
of the lien, but the lien to the extent of 
the value of the gift attaches to all of 
the other property of the donee, includ- 
ing after-acquired property. Thus, the 
donee has personal liability, and has a 
lien on the gift property, and in the 
event of the transfer of the gift prop- 
erty, he has a lien on all of his property 
for the amount of the tax limited by the 
value of the gift. 

The donee, therefore, has a real in- 
centive to ascertain that the donor files 
a proper return and pays the tax. 

If the donee is a trustee, the benefici- 
aries of the trust become liable for the 
the extent of their interest as 
the 
made to the trustee. 


tax to 
beneficiaries of trust in the gift 
This special lien statute, Section 6324, 
imposes a lien upon the donee and the 
donee’s property. The general lien stat- 
ute, Section 6321, imposes a lien on all 
of the property of the persons liable to 
pay any tax, which therefore would in- 
clude the donor and the donee, if such 
person neglects or refuses to pay the tax 
after demand. Therefore the lien for 
gift taxes applies to the donee immedi- 
ately, but does not apply to the donor 
until demand for payment is made. 
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Section 6901, dealing with transferred 
assets, provides that, for assessment, col- 
limitations 
donee is treated as a transferee. The pe- 


lection and purposes, a 
riod of limitations for assessment of li- 
ability on a transferee is one year after 
the expiration of the period of limita- 
tions for assessment against the trans- 
feror. Thus, if the limitations period for 
the donor is three years, the limitations 
period for the donee is four years. If the 
transferee 
provisions to a transferee of the donee, 


liability extends under the 
then an additional year is applicable, 
etc., except that the maximum limita- 
tions on transferees of transferees is 
three additional years. 

rherefore, to advise your client prop- 
erly, you must analyze whether or not 
the limitations period may have run, not 
only on criminal penalties, but also on 
assessment of the tax. If he fails to file a 
return, he is never free from the possi- 
bility of liability. If your client is the 
donor and has filed a return and the 
three years have expired, then he is 
probably in the clear, in the absence of 
fraud, but his donee may still be sub- 
jected to paying a deficiency, if the 
donee’s limitations period has not ex- 


pired 


Obligations of an executor 


In addition to the requirement that 
the executor file any gift tax return 
which the decedent failed to file during 
his lifetime, there is a requirement that, 
where a Federal estate tax return must 
be filed, certain questions must be an- 
swered by the executor on the estate tax 
return Form 706 which pertain to gifts 
made by the decedent during his life- 
time. These questions appear on Sched- 
ule G. 
whether the decedent made any trans: 


Ihe executor is asked to state 


fers within the general categories which 
would require them to be includible for 
estate tax purposes, such as_ transfers 
made in contemplation of death, trans- 
effect at 


whether the decedent at any time made 


fers taking death, etc., and 
any gifts of $5,000 or more which are 
not believed to be includible in the 
gross estate. If the question is answered 
“ves,” details must be listed. Next the 
executor is asked whether any transfers 
at all were made within three years im- 
mediately preceding the death of the de- 
cedent, and if any such transfers were 
of amount of $1,000 or more, details 
must be furnished. The executor is also 
asked whether the decedent had created 
any trust during his lifetime. 


These questions place a broad obliga- 
tion on the executor to inquire into the 
gifts which may have been made at any 
time by the decedent, and 
them to the Commissioner. 

Thus, we see that the 
donees and the executor or administra- 
tor or guardian of the donor or donee 
maye be in trouble if they fail to file re- 
turns, if they fail to keep records in ac- 


disclose 


donor, the 


cordance with the requirements of the 
regulations and particularly, of course, 
if they fail to pay taxes which are due. 
What penalties may accrue to the tax- 
payer upon failure to file a return and 
pay the gift tax_due? In the first place, 
interest at the rate of 6% per annum 
shall be paid from the time when the 
tax was due until the tax-is.paid. For 
failure to file a return on the date pre- 
scribed therefor, Section 6651 provides | 
for a penalty of 5% of the amount of 
the tax for each month of delinquency, 


with a maximum of 25°, unless it is 


ss 
shown that the failure to file a return is 
due to reasonable cause and not to will- 
ful neglect. Apparently if there is a fail- 
ure to file, but there was no tax due in 
any event, this provision would not re- 
sult in a penalty. It has been held by 
the Board of 
that the lack of familiarity with the law 
on the part of the administratrix, plus} 


Tax Appeals in one case 


reliance upon the advice of an attorney’ 
who contended that a return was not 
necessary under the circumstances, con- 
stituted reasonable cause, and no pen- 
alty was assessed. (McColgan, 10 BTA 
958). On the other hand, it has been 
held by the Sixth Circuit that ignorance 
of the law is no excuse for failure to file 
a timely return. (Cronin, 164 F.2d 561). 


Why file returns late? 

Even one day of delinquency can re- 
sult in the assessment of a 5% penalty. 

The penalties for failure to pay the 
tax when due are, of course, more ser- 
ious. It is provided in Sec. 6653 that, if 
any part of the underpayment is due to 
negligence or intentional disregard of 
the rules and regulations, there shall be 
added a penalty equal to 5% of the un- 
derpayment. It is further provided that, 
if any part of the underpayment is due 
to fraud, there shall be added to the tax 
as a penalty an amount equal to 50% 
of the underpayment. It is further pro- 
vided that, if a penalty is assessed under 
this section for fraud, then no penalty 
is to be assessed under Section 6651 for 
failure to file a return, in order to avoid 
adding the penalty for failure to file a 
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return to the penalty for failure to pay 
the tax. Section 6653 provides that an 
underpayment of tax is the difference 
between the tax actually due and the 
tax shown as due on the return. Thus in 
the case of late filing the entire tax due 
will be considered the underpayment. | 
This is another incentive for filing the 
returns on time. 

Section 6659 provides that the addi- 
tions to tax and penalties become a part 
of the tax, which therefore subjects the 
donee to liability for the penalties re- 
sulting from the donor's failure to file 
a return or pay the tax. 


Right to split 

Leaving the area of liens and penal- 
ties, I would like to suggest a few mis- 
cellaneous points for consideration with 
respect to the problems which might re- 
sult from failure to file returns or failure 
to pay tax. One of the important benefits 
granted to taxpayers with respect to gifts 
made after April 2, 1948, was the right 
to have the gift of a spouse treated as a 
gift by both husband and wife, and split 
between them, if they both consented 
to the splitting. However, certain for- 
malities must be complied with in or- 
der to be certain of this privilege. 

Section 2513 provides that, in order 
for the splitting to be effective, both 
husband and wife must consent to this 
special treatment as to all gifts made 
during the calendar year by either of 
them. The consent may be signified at 
any time after the close of the calendar 
year, except that it may not be signified 
after April 15, the due date of the re- 
turn, if the husband and wife had filed 
returns before that date without signi- 
fying such consent. If neither files a re- 
turn before the due date, the consent 
may be signified at any time up to the 
time when either of them files a return. 
However, there is one further exception, 
and that is that the consent may not be 
signified after a notice of deficiency has 
been sent to either spouse. 

In other words, if you do not urge 
your client to file a return as soon as the 
delinquency is discovered, it is possible 
that the Government will discover the 
delinquency also, and if they send a no- 
tice of deficiency, then your client will 
no longer be able to claim the splitting 
advantage. This is another reason for 
not delaying in the filing of a return 
after you have discovered that there is a 
delinquency. 

There is one additional adyantage to 
filing a return where there will be a gift 
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tax owing, and that is that under Sec- 
tion 2504, if a return has been filed with 
respect to gifts for a preceding year, if 
any tax has been paid in connection 
with the return for that year, and if the 
time has expired for assessment of the 
tax, then the’ value of the gift as re- 
the 
the 


turned cannot be questioned by 


Government in connection with 


computation of taxes for 1955 and sub- 


sequent years. Chis could be quite im- 


portant where, for example, a client is 


making periodic gifts of stock in his 


family business. If the gifts are great 
enough that they result in even one dol- 
the valuations become final 


lar of tax, 


after the limitations period has run. 


Fixing value 
Where, 
to amounts which do not quite require 


however, he limits his gifts 


payment of tax, then the Government 
might, in the audit of a gift tax return 
involving current gifts, be able to go 
back for a period of many years and 
claim that his ideas of the value of the 
gifts made in previous years were quite 
inadequate and assess a tax and penal- 
ties which might be severe. 

This suggests the possibility that it 
might be to the advantage of your client 


all of 


specific exemption in connection with 


in some cases not to claim his 
gifts for a particular year, but claim 
only enough to reduce the tax to a mini- 
mum amount, so that there will be some 
tax on the gift. Or if he has already 
used up his specific exemption, it might 
be well to have him make gifts which 
are slightly over the annual exclusion 
instead of slightly under the annual ex- 
clusion in order to commence the run- 
the statute of limitations 


ning of on 


valuations claimed by the client. 


Investigating the estate 

There is one other practical reason 
for advising a client against failing to 
file returns on gifts made in prior years. 
Because of the requirements that the 
executor disclose gifts made in prior 
years, there is some likelihood that the 
Government will eventually catch up 
with the client. He no doubt will have 
some records and some memory as to the 
dates and values of gifts made in pre- 
vious years, and the tracing of the funds 
which were used to purchase the prop- 
erty which was the subject of gifts. It 
might be a very practical advantage to 
have these facts accumulated, analyzed 
and reported in gift tax returns during 
the client's lifetime, rather than waiting 
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until after his death when the facts may 
not be so easy to ascertain. 


Limitations 
We 
tions applicable to civil sanctions. Sec- 


should now examine the limita- 
tion 6501 imposes a limitation on as- 
The 
three 
years after the return was filed, and no 


sessments and collection of tax. 


assessment shall be made within 
proceeding in court without assessment 
for the collection of the tax shall be be- 
gun after the expiration of the period. 
The return, if filed, is deemed to be filed 
on the last date when it could have been 
filed. In other words, the March 15 and 
\pril 15 dates are applicable in the case 
of gift tax returns. 

However, there are exceptions extend- 
ing the limitations period in the follow- 


ing cases: a fraudulent return with in- 
tent to evade tax, a willful attempt to 
defeat or evade the tax and failure to 


file a return. Thus, if your client for 


any reason has failed to file his return, 
there is no limitation applicable. 

Finally, if the taxpayer omits items 
which should have been included as 
gifts for the year, which items exceed 
25% of the total amount of gifts stated 
in the return, the limitations period is 
extended to six years. 

In this connection, if there is any 
doubt as to whether an item should be 
included in the return, it is advisable to 
disclose it in the return, even though 
it is not listed as a taxable gift, because 
in determining the items omitted from 
the total gifts under this provision, 
shall taken 


item is disclosed in 


there not be into account 


any which the re- 
turn, even though it is not listed among 
the total the 


Thus, by advising the Secretary of the 


gifts stated in return. 
existence of a transfer, the three-year 
limitations period is preserved. 

I would like to wind up this discus- 
sion with some comment on the lawyer's 
ethical responsibility in this field of dis- 
covering the client’s delinquencies, ad- 
vising the client about the gift tax re- 
particularly the 
sponsibility of recommending a course 
for the client to follow. At- 
torneys, engaged in any tax practice are 


quirements, and re- 


of action 


not only subject to the canons of ethics 
of the Bar Association, but also the regu- 
lations governing enrollment and _prac- 
tice before the Treasury Department. 


Ethical considerations 


The regulations issued pursuant to 


statutory authority are contained in 


230. Section 


enrolled 


Circular 
that agent 
who knows that a client has not com- 


10.2(c) provides 
each attorney or 
plied with the law or has made an error 


in, or an omission from any return, 
document, affidavit or other paper which 
the law requires such client to execute 
shall advise his client promptly of the 
fact of such non-compliance, error or 
omission. Sub-paragraph (g) provides that 
every claim, affidavit, written argument, 
brief or statement of fact prepared or 
filed by the enrolled attorney or agent 
in any matter pending before the Treas- 
ury Department shall have affixed there- 
to a statement signed by such attorney 
or agent showing whether he prepared 
such document and whether he knows of 
his own knowledge that the statements 
and facts contained therein are true. 

10.10(b), 


reputable conduct, sets forth certain acts 


Section dealing with dis. 
which are deemed to constitute disreput- 
able conduct and therefore subject the 
attorney to disbarment from practice be- 
fore the Treasury Department. These 
include preparing or filing for himself 
Federal 
statement 


or another a false income tax 


return or other on which 
Federal taxes may be based, knowing 
the same to be false. They include sug- 
gesting to a client or prospective client 
an illegal plan for evading payment of 
Federal taxes, knowing the same to be 
illegal. They cover the giving, with in- 
tent to deceive, of false or misleading 
information relative to a matter pend- 
ing before the Treasury Department to 
any officer or agent of that department. 

It seems to me that, as officers of the 
court, as attorneys enrolled to practice 
before the Treasury Department, and 
as ministers of the law, it is our duty 
not only to point out to our clients the 
requirements of the statutes and regula- 
tions, but that in addition we have the 
duty to counsel and advise our clients 
to comply with those laws and regula- 
tions, to make the necessary filings and 
pay the necessary taxes whenever facts 
are brought within our knowledge indi- 
cating that a noncompliance may exist. 
For the most part, I believe that our 
us to advise them on 
how to comply with the law and keep 
out of trouble, rather than 


clients come to 


for advice 


on how to evade the law and escape the 
trouble. Even though there is little like- 
lihood of penalties in a case where no 
tax could be due, it seems to me that we 
should advise our clients to file gift tax 
returns as required by law. Certainly, in 
cases where taxes should have been paid, 








| and 
likely 
clien 

\\ If a 





from 
does 
goin; 
of tl 
York 
York 
of tl 
chari 
ratio 
and, 
trust 

a 
cauti 
chari 
ject 
ratio 
vide 
estat 
actu: 
come 
sume 
of « 
capil 
$.5° 


Stanc 


c 


inco! 
prov 
taine 
estat 


pre Vv 


not 

trust 
come 
and 

fer i 
recel 
inte! 
plac 
corp 
and 

mail 
the « 
erni 
guar 
char 
cum: 
alloy 
not 

but 





ides 
yent 
om- 
rror 
urn, 
hich 
cute 


the 


that 
lent, 
l on 
rent 
reas 
1ere 
rey 
ared 
vs of 


icnts 


dis 
acts 
put 

the 
e be- 
hese 
nse lf 

tax 
hich 
wing 
sug: 
lient 
nt of 
8) be 
h in 
iding 
end- 
nt to 
nent 
f the 
ACtice 
and 
duty 
s the 
oula 
e the 
lients 
gula- 
; and 
facts 
indi- 
exist 
t our 
n on 
keep 
vice 
ye the 
» like- 
re no 
at we 
ft tax 
ily, in 


paid, 





and therefore penalties and interest are 
likely, it is our clear duty to advise the 
client to file the return and pay the tax. 
If after such explanations, disclosures 


Pitfalls in the family 


and recommendations have been made, 
the client persists in refusing to file the 
return or pay the tax, then at least you 
will have discharged your responsibility. 


trust: 


warning on a few unsolved problems 


[7 HILE THE PROPOSED estate and gift 
tax regulations make few changes 
from the old, a study of their provisions 
does reveal some areas that are probably 
going to cause difficulty. At a meeting 
of the Federal Bar Association in New 
York recently, Sydney C. Winton, New 
York 


of these problems in connection with 


attorney, briefly reviewed some 
charitable gifts of stock in a close corpo- 
ration, basis problems in 10-year trusts 
and, finally, the interrelation of support 
trusts and separation agreements. 

The estate planner must exercis? 
caution,” Mr. Winton said, “in making 
charitable gifts in trust where the sub- 
ject matter is the stock of a close corpo- 
ration. The proposed regulations! pro- 
vide that a limited interest, such as a life 
estate or a term of years, is to be valued 
actuarially, capitalizing the expected in- 
come. This is done on the basis of as- 
sumed income at 3.5%. Since the amount 
effect a 


of charitable deduction is in 


capitalization of this assumed income at 
$.5°,, the trust and surrounding circum- 
stances should provide assurance that 
income will in fact be realized. Identical 
provisions to this effect are now con- 
tained in both the proposed gift? and 
estate tax® regulations. The regulations 
provide* that: 

Che [charitable.—Ed.] deduction is 
not allowed in the case of a transfer in 
trust conveying a present interest in in- 
come if by reason of all the conditions 
and circumstances surrounding the trans- 
fer it appears that the charity may not 
receive the beneficial enjoyment of the 
interest. For example, assume that assets 
placed in trust consist of stock in a 
corporation controlled by the decedent 
and his family, that the trustees and re- 
maindermen are likewise members of 
the decedent’s family, and that the gov- 
erning instrument contains no adequate 
guarantee of the requisite income to the 
charitable organization. Under such cir- 
cumstances, no deduction will be 
allowed. Similarly, if the trustees were 
not members of the decedent’s family 


but had no power to sell or otherwise 


dispose of the closely held stock, or 


otherwise insure the requisite enjoy- 
ment of income to the charitable organ- 
ization, no deduction will be allowed.’ 
“Even if there is an outright gift (i.e., 
not in trust), care must be taken that 
the provisions of the stock itself are 
definite. This is pointed out by the de- 
cision in Overton, 6 TC 304, aff'd. 162 
F.2d 155, where husbands made gifts to 
their wives of non-voting stock which 
had a value of only $1 a share on dis- 
solution. Dividends were discretionary 
and were to be paid one-fifth to voting 
stock owned by the husbands and _ the 
balance to non-voting stock. It was held 
that the gifts would arise when and if 


dividends 


were paid on non-voting 
stock. 
“One further word should be said 


with regard to gifts of preferred stock. 
stock will be 
Section 306 stock. I have heard it said 


In many instances, such 
that a redemption of Section 306 stock 
within a year or so of its gift to a 
charitable foundation is claimed by the 
Treasury to be income to the donor on 
the theory that it is a step transaction.” 
[See the discussion of the Treasury atti- 
tude on 306 stock held by foundations 
at 7 JTAX 62.—Ed.] 


Basis problems in 10-year trusts 


The codification of the Clifford rules 
in the 1954 Code makes it possible to 
use a trust with a term in excess of 10 
years to divert income from the grantor.* 
A problem often overlooked in the use 
of such trusts is the uncertainty of the 
basis of the trust corpus (which reverts 
to the grantor after the expiration of 
the 
grantor dies within the 10-year period. 


the more-than-10-year term) if 


1The proposed gift tax regulations were pub- 
lished in the Federal Register on January 3, 
1957, starting at p. 53; the proposed estate tax 
regulations were published in the Federal Regis- 
ter of October 16, 1956, starting at p. 7849. 

2 Reg. 25,2522(a)-2(b). 

% Reg. 20.2055-2(b). 


5 IRC Secs. 673(a), 674(b) (2), 676(b). 
® Reg. 1.1014-6(b) (3). 


® Reg. 1.673(a)-1(c). 

® Reg. 1.677(b)-1; Reg. 1.678(c)-1. 

10 See IRC Sec. 677(a) and IRC Sec. 678(a). 
1 Reg. 25.2512-8. 
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The remainder, which would often en- 
compass the bulk of the value of the 
trust corpus, would be includible in the 
grantor’s estate. What effect does this 
have upon the basis of the stock in the 
trust? 

Under the regulations it 
would appear that the stock would have 


proposed 


a basis equal to the grantor’s original 
basis. However, if the stock is held until 
the termination of the trust and turned 
over to the remainderman, the _re- 
mainderman would get a partially new 
basis.6 This new basis would be deter- 
mined by subtracting from the trust's 
original basis (usually the decedent's 
cost) the decedent's actuarial share of 
this basis at the time of his death, and 
adding thereto the amount included in 
the decedent's 


estate as the actuarial 


value of his remainder interest.7 

If in a particular case you wish to 
avoid this possibility, you may, if the 
grantor’s life 
years, provide for the 


expectancy is over 10 
termination of 
the 10-year trust on the earlier death of 
the grantor. Such a trust is deemed a 
trust for over 10 years under the income 


tax regulations.§ 


Support trusts, separation agreements 


This is a rather involved topic. If you 


have a support trust, you have your 
hands full of technical tax problems. In 
general, the income tax regulations? now 
provide that, if a person is obligated to 
real 


beneficiary of the trust if the income 


support a dependent, he is the 


is used for the support of the dependent 


and he is, therefore, taxable on the in- 


come so used. This is apart from tax- 


ability based on a power to use the in- 
come of the trust for the support of 


one’s dependent.!° 
1 


Under the proposed gift tax regula- 


tions, a trust for the support of one’s 
legal dependent is stated to be for in- 
sufficient consideration and its creation 
is presumably a taxable gift!! unless, 
under local law, the transfer operates 
completely to discharge the donor's legal 
obligation. 

Nevertheless, it would seem that, even 
if this is not the local law, there would 


12 Reg. 20.2043-1(b); see also Helvering v. Mec- 
Cormack, 135 F.2d 294. 

18 Gornick, “How Divorce and Separation Affect 
Estate Tazes,”” J. K. Lasser’s Estate Tax Tech- 
niques, pp. 88-89. 

4 Reg. 20.2043-1(b); 25.2516-1(c). 

Harris v. Comm’r, 340 U.S. 106. 

1 E.g., Comm’r v. Watson’s Estate, 216 F.2d 941; 
McMurtry v. Comm’r, 203 F.2d 659. 

'T Reg. 20.2043-1(b). 

'S Reg. 20.2053-4 (b). 

'® See Loughlin’s Estate v. Comm’r, 167 F.2d 828. 
0 Reg. 20.2053-4 (b). 

"! Rew. 25.2516-1(c). 

“McMurtry v. Comm’r. supra, note 16. 
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be no taxable gift to the extent of the 
support right since the right to have 


the income used to discharge the 
grantor’s support obligation would be 
pro tanto a reserved interest for the 


benefit of the grantor. This appears in- 
ferentially from the estate tax regula- 


tions!2 where such a transfer is sub- 


jected to estate tax, it being there said: 
“The 


charged pro tanto as each payment for 


decedent’s obligation is dis- 
support is made and not by the original 
transfer. Therefore, for example, prop- 
erty transferred in trust for the support 
of a dependent is includible in the de- 
cedent’s gross estate under 2036(a)(1) 

since in such case the decedent re- 
tained the benefit of the property or its 
income during his life.” 

With respect to transfers for support 
in a marital settlement followed by 
divorce within two years, the gift tax 
consequences are taken care of by Sec- 
tion 2516 of the Code, which provides 
that a transfer to provide a reasonable 
allowance for the support of the spouse 
and minor children is deemed to be for 


full 


parently 


consideration. This section is ap- 
not applicable to estate tax, 
although some question as to that has 
been raised by some well-informed com- 
mentators.14 

The proposed gift and estate regula- 
the Harris 
casel5 and related cases!® that found no 


tions! attempt to codify 
taxable gift in court-approved marital 
property splits. The estate tax regula- 
tions!? provide that, if the transfer is 
made to carry out a court decree in a 
divorce, separation or annulment pro- 
ceeding, (or, if made in advance of such 
a decree, is later incorporated or ap- 
proved therein or is contingent thereon), 
the amount includible in the decedent’s 
estate is reduced by the value at dece- 
death of 


dent’s the beneficiary’s con- 


tinuing right of support as fixed or 
approved by the court. 

The above rule applies to transfers. 
If there is a separation agreement with 
only a personal obligation to make sup- 
port payments to continue after the de- 
cedent’s death, payments accruing after 
decedent's death, if the separation agree- 
ment was not embodied or approved in 
similar decree, would 


a divorce or not 


be allowable as claims against the 


estate.18 Presumably, payments made 
under the agreement would be allowed 
as distributions to the recipient under 
Section 682.19 

If, however, the 


divorce 


agreement is em- 


bodied in a decree or is ap- 


June 1958 


proved therein or contingent thereon, 
the regulations state it would be allow- 
able as a claim against the estate.2° 
With respect to gift taxes, however, 
the regulations?! are worded somewhat 
differently. If there is no divorce decree 
within two years after the separation 
agreement, it would seem that so much 
of the transferred for 
marital rights other than for the support 
of the wife and minor children would 


property as is 


New estate & g 


be subject to gift tax. The wording of 
the gift regulations would seem to in- 
dicate that, if the decree is entered more 
than two years after the separation 
agreement, then it will not obviate the 
gift tax upon the separation agreement 
unless the agreement was to 
binding only upon the entry of the 
decree. This seems to be a departure 
from the Harris line of cases, particu- 
larly McMurtry.?2 w 


become 


t decisions this month 





Gift of remainder in unproductive prop- 
erty is its full value. The taxpayer 
transferred real property valued at $66,- 
000, to a trust, retaining to herself the 
power to receive as much of the income 
therefrom as she might require, the 
corpus and any accumulated income to 
be divided upon her death among her 
four daughters. The land was unim- 
proved and produced no income. The 
donor required her daughters to execute 
promissory notes, totaling $12,000, on 
the date of the transfer. The value of 
the retained discretionary right to 
receive income was not deductible from 
the value of the land, since, the prop- 
erty being non-income producing, no 
value could be assigned to it. The taking 
back of promissory notes was a mere 
subterfuge, intended to establish con- 
sideration, a conclusion evidenced by 
their prompt cancellation. Since the gifts 
take 
effect until the donor’s death, they do 


were of future interests, not to 
not qualify for the $3,000 annual exclu- 


sion. Deal, 29 TC No. 81, 1/29/58. 


Prior return by wife does not bar later 
one splitting gifts | Acquiescence]. Tax- 
payer’s wife had filed a gift tax return, 
prepared for her by her son by her first 
marriage, reporting gifts which she had 
made during the year but prior to her 
marriage to the petitioner. On the tax- 
payer’s own gift tax return, she con- 
sented to be considered as making one- 
half of the gifts made by the taxpayer. 
The wife’s consent was timely signified 
on his return, since the earlier return 
filed in the wife’s name did not relate 
to gifts by a “spouse” and could not have 
misled the Commissioner, Frieder, 28 
TC 1256, acq. IRB 1958-7. 


Commissioner’s valuation of mineral in- 
terests is upheld. Taxpayers transferred 
to their children an undivided one-half 
interest in the gas, oil and other mineral 


rights in 8,000 acres of land. As to 3,000 
acres of the land conveyed, the interest 
of the donors extended only to a 1% 
royalty interest, the land having been 
theretofore leased. One week after the 
gift, the remaining 5,000 acres were 
leased, the donors and donees retaining 
a l% royalty interest, and the lessees pay- 
ing $20 per acre for the remaining 7% 
interest. The Commissioner’s determina- 
tion of the total value of the mineral 
rights: $20 with respect to 
the land already leased at the time of 
the gift, and $40 per acre for the as yet 


per acre 


unleased land, is upheld by the court in 
the absence of a showing of error. Mills, 
TCM 1958-26. 


Interest in farm was for life only; not 
includible in estate. The Commissioner 
included in decedent’s estate a 14 in- 
terest in an Iowa farm (valued at $400,- 
000) on the ground that she had in- 
herited a 14 fee interest on the death 
of her husband. The husband's will had 
been ambiguous, but as the result of an 
uncontested construction proceedings, 
decedent, as the widow, had accepted a 
share of income. Turning to Iowa law, 
the the 
husband in referring to a “dower” in- 


Tax Court finds the intent of 
terest remaining in his widow had in- 
tended to give her only a life interest. It 
follows that the value of this property is 
not includible in her 
Estate, TCM 1957-246. 


estate. Adanis 


Tax Court values apartment {Acquies- 
cence}. estate reported its 
building at $200,000; 
Commissioner asserted $225,000, which 
he raised to $255,000 in the Tax Court. 
The court finds the value $215,000. 
Tarver Estate, 26 TC 490, Acq. IRB 
1958-7. 


Taxpayer 


apartment the 


Beneficiary of wholly discretionary trust 
made no gift of interest. The Commis- 
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sioner asserted that taxpayer here made 
a gift when part of the corpus of a trust 
in which income and corpus could be 
paid to him, but wholly at the discre- 
tion of an advisory committee, was trans- 
trust from 
which all the income and corpus could, 


ferred to another similar 
in the discretion of the committee, be 
paid to his wife. The first trust, created 
by taxpayer’s father, would allow only 
4, of the income to be paid to the wife, 
and taxpayer had long urged a distribu- 
tion of corpus to him to permit him to 
make better provision for his wife. How- 
ever, the Tax Court says flatly that, in 
the direct transfer from one trust to 
another, taxpayer made no gift—he had 
no interest he could give. It notes that, 
before creating the new trust, the ad- 
visory committee had secured the con- 
sent of taxpayer's sister, a contingent 
beneficiary in whatever property might 
be left at taxpayer’s death, and says it 
believes, although it does not here de- 
cide, that she was the one who made 
the gift. Hazelton, 29 TC No. 70. 


Transfers primarily to reduce income 
taxes not in contemplation of death. 
Decedent, at that time aged 76, made 
gifts of four parcels of real estate to his 
children. He had been involved a short 
time previously in an income tax con- 
troversy with the IRS and paid a large 
deficiency. He sought legal counsel as to 
methods of reducing his income tax 
liability, and the transfers of the income- 
producing property were the direct re- 
sult of the attorney’s advice. The attor- 
ney never discussed the estate tax aspects 
of the transfer with the decedent, limit- 
ing himself to the question of income 
tax savings. The decedent was in very 
good health at the time of the transfers. 
Despite the fact that the pattern of 
gifts followed very closely that set out 
in the decedent’s existing will, the court 
finds that the gifts were not made in 
contemplation of death. The decedent's 
health was good and income tax sav- 
ings his prime, if not sole, motivation in 
making the gifts. Ackel Est., TCM 1958- 


97 
mle 


Relief for transfers at death doesn’t help 
one with retained life interest [Certiorari 
denied|. Decedent purchased two single- 
premium annuity contracts under which 
she was to receive an annuity during her 
lifetime death, her 
daughter was to receive an annuity for 
her life. 


and, upon her 


The circuit court held that the 
value of each policy was includible in 


the decedent's gross estate as a transfer 
with a retained life interest. The fact 
that the transfers might also be con- 
sidered as intended to take effect in en- 
joyment after decedent’s death, and, 
under such classification, would be free 
of tax because of the relief provisions 
of the Technical Changes Act of 1949, 
did not affect their includibility as trans- 
fers with a reserved life estate. Arms 
Est. (Forster, Ex’r), Cert. den. 3/17/58. 


under Ohio 
law computed after death taxes. A sur- 
viving husband renounced the will and 
elected his 


Widower’s elective share 


statutory one-half share 
under the Ohio law of descent and dis- 
tribution. Taxpayer-estate argued that 
the share going to the husband should 
not be reduced by any Federal estate 
tax. Noting the conflict in Ohio cases 
on whether a surviving spouse’s share, 
eligible for marital deduction, should 
bear Federal tax, and turning to the 
latest decision of the Ohio Supreme 
Court, the held that the 
statutory share is computed after deduct- 
ing Federal estate tax from the value of 
the estate. This computation of the 
value passing to the husband under 
Ohio law determines the marital deduc- 
tion allowable. This court affirms with- 
out opinion. Jaeger Est., CA-6, 2/19/58. 


Tax Court 


Quotations of listed securities of com- 
parable company relied upon in valuing 
Luckenbach stock. The Commissioner 
had determined a $10,900,000 deficiency 
in the petitioner's estate tax based upon 
52,2821, 


Luckenbach Steamship Company, Inc., 


his valuation of shares of 
included in the decedent’s gross estate. 
In fixing a valuation, the court con- 
sidered many factors, but especially the 
price-earnings ratio of a listed company 
closely comparable to Luckenbach, as 
well as the net asset value of the two 
companies. Litigation among the bene- 
ficiaries and heirs as to their respective 
interests was also considered to have had 
a slight depressant effect upon the stocks’ 
value. After considering the 
record, the court arrived at a figure of 


entire 


$175. per share on the optional valua- 
tion date elected by the executor. The 
Commissioner’s valuation had been close 
to $300. a share. Luckenbach Est., TCM 
1958-38. 


Deceased partner’s estate includes share 
of post-death earnings. Decedent had 
been a member of a law partnership, to 
which he had made no capital contribu- 
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Notes on new estate and gift deci- 
sions in this department are by Ed- 
ward P. Hannigan, member of the 
New Jersey Bar and associated with 
Harrison F. Durand in Newark. 











tion and which owned no significant 
tangible property. Under the partner- 
ship agreement, the decedent's estate, in 
addition to other payments, was en- 
titled for a specified period to a share 
of the profits attributable to work in 
process at the time of his death and 
to matters commenced and completed 
after the date of his death. It also 
provided that the decedent was to have 
no interest in the partnership prop- 
erty. The question before the court is 
the includibility in the decedent's gross 
estate of the stipulated value of the 
right to share in post-death earnings. 
The Tax Court had held that the right 
to such amounts represented a chose in 
action passing from the decedent to his 
estate, not dependent upon a continu- 
ance of the partnership relation and 
requiring no action upon the part of 
the estate for its collection, and that 
consequently its value was includible. 
This court affrms, making the further 
point that the payments constituted “in- 
come in respect of a decedent,” and, as 
such were includible in the decedent's 
gross estate by implication from the 
pertinent income tax provisions, which 
provide for a deduction for estate taxes 
paid. [Section 753 of the partnership 
provisions of the 1954 Code provides 
that a distributive share of future in- 
come in liquidation of the deceased part- 
ner’s interest, as definited in Section 
736(a), shall be considered income in 
respect of a decedent. It was apparently 
contemplated that such amounts would 
be included in the deceased partner's 
gross estate.—Ed.| Riegelman Est., CA-2 
3/10/58. 


Annual exclusion allowed for gifts in 
trust for infant beneficiaries. Taxpayer 
made gifts in trust to each of five minor 
beneficiaries, the oldest of whom was 
15 years of age and the youngest one 
year. On the basis of a finding that the 
trust agreements provided that the 
beneficiaries should have the immediate 
use and possession of the trust estate and 
could demand all of the amounts in the 
trust at any time, the district court con- 
cludes that the gifts qualify for the an- 
nual exclusion. No other facts are re- 
ported. Freed, D. C. Utah, 3/18/58. 
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Experts oppose Federal extension 


of unemployment benefits: called “dole” 


i MARCH THE House Ways and Means 
held 
various proposals for extending unem- 


Committee open hearings on 
ployment insurance benefits. Some 300 
requests to testify were submitted to the 
committee, but since the hearings were 
limited to three days, only a small pro- 
portion of the requests could be granted. 

Basically 
to consideration of two bills: (1) the Ad- 


the hearings were devoted 
ministration Bill which would extend 
the duration of benefits in the various 
states by 50%, and (2) the Mills Bill 
which would not only extend the dura- 
tion of benefits by a uniform 16 weeks 
but also provide that benefits be in- 
creased to 50% of the claimant’s pay 
with the maximum being set at % of 
the average wage in the state. 

Secretary of Labor James P. Mitchell 
presented the administration’s program. 
He said, in part, “The program is de- 
signed to fit in with the existing state 
systems without problems of adjustment. 
It would neither impose any Federal 
standard on the states nor change in any 
way the standards that the states have 
set in their unemployment compensation 
laws with benefit 


respect to weekly 


amount, eligibility or disqualification. 
Nor would it change the duration of 
regular benefits provided under the 
state law. Rather, it would temporarily 
provide additional benefits for those 
who have exhausted their rights under 
state or Federal laws.” 

Your editor appeared in opposition 
to both proposals as a representative of 
the Commerce and Industry Association 
of New York. Specifically as to the ad- 
ministration proposals, he stated: “Cer- 
tainly the Federal Government does not 
have $600 million in spare cash avail- 
able. In the vast majority of states un- 
employment is not a problem, and the 
states’ funds themselves, comprising 
some $8.5 billion in the aggregate, are 
not in danger of liquidation. Certainly 


there are a few states in serious condi- 
tion, but for the present it is our feel- 
ing that the monies available from the 
revolving fund set up under the Reed 
Bill are sufficient. If additional funds 
are necessary, the monies could be made 
available to the states on a loan fund 
basis but only to those states desiring to 
use such funds. 

“The administration proposal, while 
‘permitting’ states to contract for funds, 
nevertheless, 


gives the Secretary of 


Labor authority to make payments 
through Federal agencies in those states 
which do not contract for funds. While 
the authority of the Secretary of Labor 
would at first blush appear to be per- 
missive, from a practical standpoint it 
would seem that action by the Secre- 
tary of Labor would almost become 
mandatory. 

“To the extent that this proposal 
tends to force states into action and 
in the absence of state action would 
force benefits on the citizens of the state 
through Federal agencies, we find this 
measure to be an intrusion on the states 
rights which have long been the proud 
bulwark of our democracy.” 

Nelson H. Cruikshank, Director, De- 
partment of Social Security, American 
Federation of Labor and Congress of 
Industrial Organizations, presented a 
lengthy statement in support of Federal 
action, stating in part: “It is clear that 
the need for supplementation of un- 
employment benefits is present, and that 
it is not practical to wait longer for 
the states to act. It is also clear that, if 
Federal action stopped at the point of 
appropriating funds and providing for 
the distribution of benefits at the levels 
and under the conditions of eligibility 
now set up in state programs, it would 
have certain damaging effects on the 
future soundness of the Federal-state 
program. The Federal Government is 
now contemplating action because it 


recognizes the inadequacy of the state 
laws, and it is therefore essential that 
it should, at the same time, tie into 
takes legislation 
which would shore up the state systems 
so that the Federal Government will not 
have to step in again each time a future 


whatever action it 


recession threatens.” 

The greater majority of witnesses op- 
posed Federal action. Here are some in- 
teresting quotes from their testimony: 

Frank B. Cliffe, Vice President of H. 
J. Heinz Company and representing the 
Chamber of Commerce of the United 
States—“Forty-seven states could pay 
benefits at their current rate for a year 
or more before exhausting their reserve 
accounts. Forty-four could continue 
their current benefits for two or more 
years, 23 for four years or more and 
one—Louisiana—for 38 years. 

“The proposals would discourage state 
efforts to improve their benefit laws be- 
cause of the expectation of Federal aid. 

“They would establish a new program 
of Federal relief without a needs test, 
setting a precedent for other social in- 
surance programs and for public assist- 
ance.” 

Gayle Windsor, Jr., Member of the 
Arkansas Legislature and representing 
Associated Industries of Arkansas, Inc., 
State 


Commerce—“It happens that unemploy- 


and the Arkansas Chamber of 
ment in Arkansas has not been critical. 
However, my opposition to Federal aid 
is not based on whether we need it in 
my state. I object on grounds of prin- 
ciple—if and when our people need 
more benefits, and a longer duration of 
payment, the legislature of the state of 
Arkansas can provide for the needs of 
our people. Furthermore, we can do it 
better! In 1957, we had a special session 
which lasted only three days and cost 
slightly more than $18,000. Can you 
match that in Congress? If our need re- 
quired it, we could meet and be paying 
extended benefits 10 days from now. I 
have publicly called for a special session 
of our legislature, should our economic 
condition justify it.” 

William B. Hubbard, President, Inter- 
Unemployment 


Association Insurance 


Committee—“This program was con- 
ceived in 1935 as an insurance system 
designed to meet a certain limited risk. 
It was not to be a cure for a depression. 
but rather as a ‘first line of defense’ to 
insure part of the loss of wages involved. 
For 23 years now the theory has been 
maintained by the states that this bene- 
fit level should not be so high as to 
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remove the incentive for a continued 
and vigorous search for work, nor should 
they be paid so long as to cause a worker 
permanently to readjust his standard of 
living in order to subsist on benefits 
rather than forcefully to take steps to 
achieve personal economic  rehabilita- 
ion.” 

R. T. Compton, National Association 
of Manufacturers —‘“There is another 
area in which we are woefully short of 
statistics. The country has never been 
supplied with any national figures show- 
ing what happens to beneficiaries when 
they stop receiving benefits. For exam- 
ple, in January one and a half million 
people discontinued making unemploy- 
ment benefit claims. Of these about 10%, 
ceased filing claims because of exhaus- 
tion of their coverage. As to the other 
90°, , we have no information whatever. 
We can only guess. We may presume, I 
suppose, that the majority of them found 
jobs. We may presume also that a large 
number left the labor market by reason 
of death, illness, marriage, the desire to 
xo to school, being tired of work, or 
countless other reasons known only to 
themselves. 

Our figures do not show what hap- 
pens to people after they exhaust bene- 
fits. They may continue to hunt for 
work; they may find work; they may 
retire from the labor market; they may 
marry or they may go back to school. If 
a man finds a job for a period and then 
draws benefits again, he goes back into 
the statistics again and adds another 
‘exhaustee’ to the total. 

Many of those who exhausted their 
benefits in January of this year un- 
doubtedly went back to work in Feb- 
ruary or March, but they will continue 
to be carried in the totals for the year. 
For there are no figures showing how 
many of those who have exhausted their 
benefits have gone back to work—or 
when.” 

Norris W. Ford, Executive Vice Presi- 
dent, the Manufacturers Association of 
Connecticut, Inc.—“The problem of un- 
employment is essentially a matter which 
must be handled on a local basis. The 
economies of no two states are alike. 
Some are essentially farm states; others 
like Connecticut are primarily indus- 
trial states. It is for this reason that the 
unemployment systems have been estab- 
lished on a state-by-state basis. The pro- 
posal to standardize the treatment of 
essentially different problems, which is 
the essence of Federal intervention, is, 
therefore, unworkable and could only 


result in undermining the existing sys- 
tems.” 

Otto F. Christenson, Executive Vice 
President, Minnesota Employers Associa- 
tion—“None of these proposals will 
create any new dollars. They will simply 
transfer dollars from the pockets of the 
taxpayers, or the customers of industry 
and business, to a selected group of un- 
employed. No additional dollars would 
be created in the process and no addi- 


tional would be 


purchasing power 
created. 

“Again we are hearing the arguments 
that we should spend ourselves into pros- 
perity. Forgotten now is the lesson of 


the 1930's: 


% of 
Year Unemployed labor force 
1931 8,000,000 26 
1932 12,000,000 23 
1933 13,000,000 26 
1934 11,000,000 21 
1935 11,000,000 21 
1936 9,000,000 17 
1937 8,000,000 14 
1938 10,000,000 19 
1939 9,000,000 17 


“But now, in 1958, there are about 
five million unemployed — constituting 
only 7% of the labor force. 

“Members of the committee, I am 
utterly baffled by the current proposals 
that we must now, because 7% of the 
labor force is unemployed, depart from 
our established unemployment com- 
pensation system. Putting it bluntly, you 
are being asked to corrupt the _ basic 
principle of unemployment compensa- 
tion and risk destroying the program for 
all time. It is extremely important that 
the unemployment compensation pro- 
gram be preserved as a protection to em- 
ployees for years to come. This much 
needed 


protection will be weakened 


and conceivably eliminated if the 
present program is converted and _per- 
verted into a relief system to deal with 
the recession of 1958.” 

Marion Williamson, Director, Employ- 
ment Security Agency, Georgia Depart- 
ment of Labor—“England in 1920 and 
1921, during the post-war depression, 
followed the course of providing so- 
called extended benefits, i.e., beyond 26 
weeks on a governmentally financed 
basis. The period of extended benefits 
was progressively lengthened. Finally, 
the actuarial concepts of the program 
broke down altogether and the con- 
cept of payment as a matter of right 
went out the window, too. Extended 
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benefits were then administered on a 
needs basis. Thus, the ‘dole’ system.” 
A few states appeared in support of 
the legislation. Among them were 
Michigan and Pennsylvania. Mr. Wil- 
liam J. Batt, Jr., Secretary, Labor and 
Industry, representing the 
wealth of 


Common- 
Pennsylvania, stated—““The 
situation in Pennsylvania may be sum- 
marized as follows: 

“1. There is need for additional bene- 
fits for a substantial number of workers 
who have already exhausted their bene- 
fit rights in this present national re- 
cession; 

“2. Financial aid will be necessary to 
deal with this problem, since the Un- 
employment Compensation Trust Fund 
of this state is not now in a position to 
assume any added cost burden. Since it 
is a national recession, we believe the 
costs should be shared nationally through 
direct Federal grants.” 


Kentucky weekly 
unemployment benefits 
increased 


EFFECTIVE WITH benefit years beginning 
on and after April 1, 1958, the maxi- 
mum Kentucky weekly benefit payable 
to an unemployed worker was raised 
from $32 to $34, with the minimum go- 
ing up from $8 to $10. 

At the minimum 
period of disqualification for the volun- 
tary leaving of 


same time, the 


employment without 
good cause or discharge for misconduct 
was increased from one week to six 
weeks. 

Employers’ contribution rates, begin- 
ning with the calendar year 1959, will 
range from 0.0% to 4.0% depending on 
the balance in the state fund. Certain 
employers whose accounts are over- 
drawn may be liable for a penalty con- 
tribution rate of 4.2%. 


Oregon gets $14 million 
Federal unemployment aid 


On account of the low level of the Ore- 
gon Unemployment Compensation 
Fund, reduced employer contribution 
rates effective April 1, 1958, were to 
have been scrapped and all Oregon em- 
ployers were faced with the possibility 
of paying unemployment contributions 
computed at 2.7% of the taxable pay- 
rolls. 

--Movernor Robert D. Holmes in an 


anti-recession move requested, and was 
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granted, a $14 million loan made pos- 
sible under recent amendments to the 
Social Security Act. The $14 million, 
which must be repaid in the next four 
years, is the 
almost depleted Oregon Unemployment 
the 
level which 


sufficient when added to 


Compensation Fund to_ increase 
balance in the 


will prevent the imposition of the auto- 


fund to a 


matic contribution rate increase to 2.7% 
and will allow employers to continue 
to pay at reduced contribution rates. 


New York unemployment 
benefits extended 


AFTER Two regular legislative sessions, 
one special session, two public hearings 
and three vetoes, Governor Harriman 
signed an Omnibus Bill amending the 
New York State Unemployment Insur- 
ance Law. 

Based on an average weekly wage of 
$90, a New York State claimant is now 
eligible for a $45 weekly benefit amount. 
This maximum weekly benefit amount 
was raised from $36 and was made retro- 
1957. 


have been paid at the $36 maximum 


active to July 1, Claimants who 
weekly benefit amount which was pre- 
viously in effect will receive additional 
revised benefit de- 


benefits provided 


terminations indicate average weekly 
wages of $73 or more. 

Where an individual heretofore was 
required to have at least 20 weeks of 
work during his base period to be eli- 
gible for benefits, he now needs only 15 
weeks of work provided he has at least 
40 weeks of work in the two-year period 
preceding the filing of a claim for bene- 
fits. 

In connection with the disqualifica- 
tion or ineligibility for voluntary quit, 
misconduct, refusal of suitable work and 
for labor disputes, such disqualification 
or ineligibility will not be lifted if the 
claimant becomes re-employed after fil- 
ing his claim for benefits. Prior to this 
change, a disqualified claimant who se- 
cured re-employment of only a one- or 
two-week duration from which he was 
laid off could draw unemployment bene- 
fits in spite of the disqualification which 
was previously imposed. Also the volun- 
tary quit disqualification now begins at 
the time of the voluntary quitting of 
the employment, whereas prior to the 
change in the law the disqualification 
began after filing a claim for benefits. 

A new experience rating schedule will 
go into effect beginning with the cal- 
endar year 1959. The new schedule in- 


June 1958 


creases from 2.7% to 2.9% the maximum 
contribution rate which can be assigned 
to a positive balance employer. Nega- 
tive balance employers will be assigned 
a 3.0% contribtion rate for the first year 
of running in the red, and a 3.2% 
rate when running in the red two or 
more consecutive years. 

Other changes which are likely to 
affect contribution rates assigned to em- 
ployers have to do with the diversion of 
funds from employer’s accounts when 
the amount in the general account falls 
below 1.4% of state-wide payrolls. The 
diversions 0.1% to 
0.5% of Also, 
ployers will be charged a subsidiary tax 


will range from 


taxable payrolls. em- 
ranging from 0.1% to 1.0% of taxable 
payrolls when the level in the general 
account falls below $100 million. 

Although a change was made in con- 
nection with the filing of $10 and $25 
fees which an employer must pay when 
taking an appeal from an initial de- 
termination or from a referee’s decision, 
New York still remains the only state 
requiring such appeal fees. The amended 
law provides, however, that a single ap- 
peal fee may be paid where a common 
issue is involved. Heretofore, the appeal 
fee had to be paid for each and every 
claimant whose claim was being pro- 
tested. 

In regard to the receipt of vacation 
payments and the simultaneous receipt 
of unemployment insurance benefits, the 
law was amended to provide that, if a 
fully 


ployed” by his employer in the last week 


claimant is “substantially em- 
before and the last week after a vacation 
period, to the extent the claimant re- 
ceives vacation pay, he will be ineligible 
to receive unemployment insurance 
benefits. In order to render a claimant 
ineligible for benefits, the vacation pay- 
ments must be made directly by the em- 
ployer and not from a fund such as a 


union fund. 


Change in Missouri 
reporting requirements 


Tue Missourt Department of Employ- 
ment Security recently issued a bulletin 
to employers stating that Missouri em- 
ployers will be required, when filing the 
quarterly wage reports, to insert the 
number of weeks for which each worker 
listed on the report was paid wages of 
$15 or more. Workers employed and 
paid at least $15 in wages for each week 
of the calendar quarter will be reported 
for the maximum 13 weeks. For workers 


who were not paid wages for every week 
of the calendar quarter, “week” means 
a payroll week; for workers who were 
paid wages on other than a_ weekly 
basis, “week” means a calendar week. 
This new requirement results from 
a recent change in the Missouri law 
whereby, effective October 1, 1959, the 
definition of an “insured worker” will 
be a worker who has been paid wages 
of at least $15 for each of the last 17 
weeks of his base period. w 


New decisions 





No penalty on corporate officer for fail- 
ure to pay withheld taxes. The Govern- 
ment asserted the 100% penalty against 


plaintiff as a responsible corporate officer 
who wilfully failed to pay over taxes 
withheld by the corporation from. its 
payroll. Plaintiff was a_ vice-president 
and attorney for the corporation and 
had custody of the books and records. 
Accordingly, he was an officer respon- 
the the 
dence showed that a CPA handled all 


sible for taxes. However, evi- 
of the accounting, and that taxpayer 
did not become aware of the depository 
method of handling withheld payroll 
taxes until after the corporation had be- 
these 
court concludes the element of wilfull- 


come insolvent. From facts the 


ness was not present and refunds the 


penalty to the plaintiff. Clark, DC 
Wash., 2/21/58. 

Withholding tax required on _ ball- 
player’s bonus involving services. A 


bonus paid by a baseball club to a pro- 
fessional player solely for signing his 
first contract, without any requirement 
of subsequent service, is not wages sub- 
ject to withholding. However, a bonus 
which requires the player to remain 
with the club for a certain period of 
time is subject to withholding. In either 
case, the payment is taxable to the 
player as ordinary income in the year 
received. Rev. Rul. 58-145. 

Criminal penalties for employers who 
fail to pay over withholding. The Com- 
PL. 
85-321 which makes it a crime to retain 


missioner has called attention to 
withheld taxes after two days’ notice. 
While the law applies to almost all taxes, 
it is expected that the principal applica- 
tion will be to the failure of employers 


to pay over withholding taxes on wages. 
The Commissioner said that the law will 
be firmly administered. IR-214, 2/12/58. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH PP; STAPCHINSKAS 





Local taxes on United States 


contractors upheld 


QO’ Marcu 3 the United States Su- 
preme Court handed down opinions 
in several cases which involve the taxa- 
tion of property owned by the United 
States but in the possession of, or used 
by, private contractors. The validity of 
the tax was sustained in each instance. 
The rationale of these cases, applied 
generally, has already had important 
repercussions in other state and local tax 
fields, 


where the test of taxability involves the 


particularly in those instances 
precise terminology rather than the sub- 
stantial and practical effect of a state or 
local tax law. The following comments 
ure adopted from the bulletin of the 
Federation of Tax Administrators. 


Borg-Warner v. Detroit 


Public Act 189 of 1953 


provides that, when any real property 


Michigan’s 


which for any reason is exempt from tax- 
ation is leased, loaned or otherwise made 
wWailable to and used by a private indi- 
vidual or corporation in connection with 
a business conducted for profit (with 
certain exceptions relating to use by 
the general public), it shall be subject 
to taxation in the same amount and to 
the same extent as though the lessee or 
user were the owner of such property. 
laxes on leased property under the act 
are assessed to lessees or users and col- 
lected in the same 


manner as taxes 


assessed to owners of real property, 
except that such taxes do not become a 
lien against the property. 

rhe United States owned an indus- 
trial plant in Michigan and leased a por- 
tion of it to the Borg-Warner Corpora- 
tion for use in the corporation’s private 
manufacturing business. The City of 
Detroit assessed a tax against Borg- 
Warner under Public Act 189, based on 
the value of the property leased and 
computed at the rate used for real prop- 
erty taxes. The tax was upheld by the 
lower court and affirmed by the Supreme 


Court of Michigan on the ground that 
the tax was not discriminatory, nor 
levied on the property of the United 
States, but was laid on the lessee’s privi- 
lege of using the property in a private 
business conducted for profit. 

On March 3, with two Justices dis- 
United States 
Court also upheld the tax. The Court 


senting, the Supreme 
construed the statute as one imposing a 
tax on the private lessee. It rejected the 
argument of the Government that, since 
the tax was measured by the value of 
the property, it should be regarded 
merely as a contrivance to lay a tax on 
the property of the United States. Ad- 
verting to the precedent of the use tax 
cases, the Court distinguished a tax for 
the beneficial use of property from a 
tax on the property itself, even though 
measured by the value of the property. 
The Court distinguished United States 
v. Allegheny County, 322 U.S. 174, by 
saying that the case involved no more 
than the old and widely used ad valorem 
general property tax, a tax imposed on 
the property itself and not on the privi- 
lege of using or possessing it. Justices 
Whittaker and Burton dissented on the 
ground that, since the tax is measured 
by the full value of the property owned 
by the United States, the tax is actually 
laid with respect to the ownership in- 
terest of the United States and is, there- 
fore, invalid. The dissent conceded that 
the lessee’s interest could be taxed, but 
pointed out that the value of a short- 
term leasehold interest is something dif- 
ferent from the full value of the fee. 


Continental Motors 

There are two factual differences be- 
tween the case of Continental Motors 
Corporation v. Township of Muskegon 
and the City of Detroit case. First, Con- 
tinental Motors Corporation used the 
property under a permit, rather than a 
formal lease and, second, it used the 
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property in the performance of its con- 
tracts with the United States. 

The validity of the tax was upheld 
by the same division of the Justices as 
in the Detroit case. The majority stated 
that the factual differences did not com- 
pel a different result. The same Justices 
dissented and thought that the facts in 
this case strengthened the position taken 
in the City of Detroit case because here 
the contractor had no right to the use 
of the plant and no leasehold or other 
property interest in the plant. 


City of Detroit v. Murray 


Murray was a subcontractor under a 
prime contract between two other pri- 
vate companies and the United States 
for the production of airplane parts. 
time to received 
partial payments for performing its obli- 


From time Murray 
gations under the subcontract. Title to 
all parts, materials and work in process, 
acquired by Murray in performance of 
the subcontract, vested in the United 
States as partial payments were made, 
even though Murray retained possession. 

The city and county assessed its per- 
sonal property tax against Murray and 
included in the assessment the value of 
materials and work in process in the 
possession of Murray, but to which the 
United States held legal title by virtue 
of the title-vesting provisions of the 
contract. Murray sued in the United 
States district court for a refund. The 
district court decided in favor of Murray 
and the Sixth Circuit Court of Appeals 
afhrmed the The United 


States Supreme Court reversed the judg- 


judgment. 


ment and upheld the tax, four Justices 
dissenting. Conceding that title to the 
property was vested in the United States 
and that the tax was called a personal 
property tax in the Michigan statutes, 
the majority said it was necessary to look 
through the label to the substance and 
held that, as applied, these taxes im- 
posed a levy “on a private party possess- 
ing Government property which it was 
using or processing in the course of its 
own business.” 

The Court went on to say: 

“In their practical operation and 
effect the taxes in question are identical 
to those which we upheld in [Borg- 
Warner and Continental] on persons 
using exempt real property. We see no 
essential difference so far as constitu- 
tional tax immunity is concerned be- 
tween taxing a person for using prop- 
erty he possesses and taxing him for 
possessing property he uses when in both 
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instances he uses the property for his 
own private ends.” 

To the objection that the Michigan 
personal property tax law does not 
expressly state that the person in pos- 
session is taxed “for the privilege of 


using or possessing” personal property, 


the majority said: 
e to strike down a tax on the 
possessor because of such verbal omis- 


sion would only prove a victory for 


empty formalisms. . . . In the circum- 


stances of this case the state could 


obviate such grounds for invalidity by 





Sales tax penalties upheld despite no- 
tax ruling. Taxpayer sold tile and ac- 
cessories to tile contractors in wholesale 
quantities for use by the purchasing con- 
tractors in performing installation con- 
directly with real 


tracts made estate 


owners or with general building con- 
tractors. The taxpayer contended that 
it had twice made application for a 
sales tax registration certificate, but had 
been refused on the ground that it was 
not subject to the sales tax law. It said 
the state was, therefore, estopped from 
The court held that 


collecting the 


5 


tax. 


the sales involved were taxable retail 
sales since the tile was not resold by the 
contractors, but used by them in ful- 
filling their contracts. As to the ques- 
tion of estoppel, the court said that the 
state could not be barred from collect- 
ing the tax in spite of advice given by 
agents of the tax department. On this 
latter basis the court also upheld the 
imposition of penalties on the taxpayer. 


Claiborne Sales, Sp. Ct., La., 11/12/57. 


Detroit can sue ex-resident in Illinois. 
The City of 


courts to recover personal property taxes 


Detroit sued in Illinois 
for 1954 and 1955 from a taxpayer now 
residing in Illinois. The taxpayer con- 
that 
faith 


tended neither considerations of 
full 
quired or authorized the City to bring 
the 


generally established rule that revenue 


and credit nor comity re- 


action in Illinois courts and that 
laws of one state will not be enforced in 


the courts of another precluded the 
action. The court traced the history of 
the “time-worn and oft-repeated” doc- 
trine precluding extrastate tax enforce- 
ment, but concluded that this has been 
superseded by a modern view that states 


will enforce the revenue laws of a sister 
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June 1958 


merely adding a few words to its statutes. 
Yet their operation and practical effect 
would remain precisely the same.” 
The dissent raised three questions: 
whether the title 
vested 


vesting 
title in 


provisions 
the United 
States; whether the statute imposes a 


actually 


general ad valorem tax on the materials; 
and whether, if the materials were in 
fact the property of the Government and 
the tax was an ad valorem tax, such a 
tax could be constitutionally imposed. 
They answered the first two questions 
the third 


“‘ves,”” “na.” 


state. (The legal aspects of extrastate tax 
enforcement were discussed in an FTA 
memorandum, RM-293, 
1950. The 
mented on the difficulties in obtaining 


prepared in 
July memorandum com- 
uniform adoption of reciprocity statutes 
and observed that the common-law doc- 
trine might well be established as the 
majority rule.) City of Detroit, Sp. Ct. 
Tll., 11/20/57. 


U. S. liquor taxes held part of gross re- 
ceipts of retailer. For purposes of the 
Illinois Retailers’ Occupation Tax, per- 
sons engaged in the occupation of sell- 
ing packaged liquor goods at retail may 
not deduct from gross receipts the value 
of Federal and state liquor stamps at- 
tached to the bottles they sell. The 
court held that the liquor retailers could 
not be construed to be either purveyors 
of revenue stamps or collectors of prior 
taxes through the trade custom of fixing 
prices to include the tax burden. It 
ruled that the taxpayers were engaged 
only in selling liquor and the taxes in 
question were paid by the distillers be- 
fore the product ever reached the re- 
tailer. Fischman & Sons, Inc., Sp. Ct. IIL., 
11/20/57. 


U. S. leased machines held exempt. 
Electric accounting machines owned by 
taxpayer were leased to the Air Force 
for use on land ceded by the State of 
Florida to the United States. When the 
land was ceded to the Federal Govern- 
ment in 1937, it was given exclusive 
jurisdiction except for the execution of 
criminal process. The argu- 
ment that the machines’ were subject to 
property based the 


and civil 


taxation was on 


uniformity provision of the state con- 
stitution and provisions in the deed it- 


self relating to execution of process. The 
taxing took the position 
that organic law was part of the deed of 
cession and thus the instrument could 
not operate as an exemption of private 


authorities 


personal property. The court found no 
indication in the provisions of the deed 
that the state intended to retain the 
right to tax property located in the 
ceded territory even if it could do so. It 
held the tax invalid. Jnter- 
national Business Machines, Sp. Ct. Fla., 
11/27/57. 


property 


Basis can be lower than value upon 
entering state. In 1952, a husband and 
wife, stock 
they had purchased in 1932, when they 


Louisiana taxpayers, sold 
were non-residents. In determining the 
tax due from the sale, the state collec. 
tor of revenue fixed the net gain on the 
basis of value of the stock on January |, 
1934, the date the Louisiana income-tax 
law became effective. The taxpayers con- 
tended that the gain should have been 
based on the value of the stock as of 
June, 1937, when they moved to Louis- 
iana. Taxing on the basis of the earlier 
date, they argued, 


gave an extra-terri- 


to the Louisiana tax. The 


court upholds the 


torial effect 
procedure followed 
by the collector of revenue. It took the 
position that realized income, and _ not 
the year-to-year increase in the value of 
the stock, was taxable, since it was not 
until the taxpayer obtained his profit 
that he became subject to tax. Olvey, 
Sp. Ct., La, 11/12/57. 


Virginia express company tax litigated 


again. Under Virginia law, foreign 


corporations are prohibited from engag: 


ing in a general express business. As a. 


result, a national express company 
established a subsidiary in the state to 
handle intrastate business and restricted 
its Own activities there to interstate busi- 
ness. Originally, Virginia sought to sub- 
ject the foreign corporation to an ap- 
portioned gross receipts tax. Although 
termed a privilege tax, the Virginia 
court of appeals upheld the levy as a 
property tax measured by gross income 
and laid on the intangible value ol 
goodwill or going-concern value. In 
1954, the United States 
Supreme Court held the tax to be in fact 
a privilege tax and, therefore, invalid 
when imposed on a corporation engaged 
exclusively in interstate commerce. In 
1956, Virginia amended its public serv 
ice corporation tax law. The amended 
differed the effect 


however, 


law from one in 
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previously in that the latter had im- 
posed the gross receipts tax in addition 
to state taxes on intangibles and local 
property taxes. The express company 
again contended it was not taxable since 
it was engaged exclusively in interstate 
commerce. The state corporation com- 
mission estimated taxes due by comput- 
ing, according to mileage. the propor- 
tion of the company’s receipts from 
express transported on railroads and air- 
lines in Virginia to total receipts from 
the express it transported over the en- 
tire lines of these carriers. The court up- 
holds the validity of the amended tax. 
It says that the franchise tax is a prop- 
erty tax and, therefore, its imposition 
here is not barred by the Federal Con- 
stitution. In response to the company’s 
contention that the amount of the 
franchise tax was out of proportion to 
its property in the state, the court cited 
the large intangible value resulting from 


| 


the company’s ownership of the express 


privileges obtained through exclusive 
contract with many transportation com- 
panies. This, it said, resulted in earn- 
ings which were attributable partly to 
Virginia. Since the company had _ not 
reported its gross receipts or submitted 
any evidence on the relationship be- 
tween its property and its revenues in 
other states, the court accepted the find- 
ing of value of the Commission as cor- 
rect. It held that the burden was on the 
company to disprove the accuracy of the 
assessment and that, by centering its at- 

unconstitutionality of the 
had not. Railway Express 


igency, Sp. Ct. Apls., Va., 12/2/57. 


tack on the 


statute, it 


No North 
merged corporation. Of 


Carolina carry-forward for 
North 
Carolina corporations which merged in 
1954 


three 


one had sustained an economic loss 
in 1953 which had been only partially 
income earned 
North 


income tax law permits corporations to 


offset by subsequent 


prior to the merger. Carolina’s 


carry forward certain kinds of losses as 
deductions against income accruing in 
either of two succeeding years. On the 
basis of this law, the successor corpora- 
tions sought to deduct the balance of 
the loss remaining when the _ firms 
merged. In denying the deduction, the 
court pointed out that most of the cases 
involving the right of a successor corpo- 
ration to claim a loss sustained by an- 
other corporation have arisen under 
Federal law and that such claims have 
been repeatedly denied on the ground 


that the claimant was not the taxpayer 


within the meaning of the statute. The 
court held that the legislature had 
denied consolidated corporations the 
right to carry over a loss and _ that, 
therefore, it would not have allowed this 
right to the surviving corporation of a 
merger. Goodwill Distributors (North- 
ern), Inc., Sp. Ct., N. C., 11/20/57. 


No sales tax on sale of repossessed 
vehicle. A dealer reacquired title to 
vehicle from finance company to which 
the dealer had previously assigned con- 
ditional sales contract under which 
original sale had been made. On. re- 
hearing, the court reversed its earlier 
ruling (January 17, 1957) and held the 
resale of the car by the dealer not sub- 
ject to sales tax because the car had 
not been “bought” by the dealer for 


purpose of resale within meaning of 
sales tax statute. Hayes Chevrolet Com- 


pany, Sp. Ct. Ala., 11/24/57. 


Property abroad assigned to state. In 


the numerator of the property factor 


of the franchise tax apportionment 
formula, taxpayer had included raw ma- 
terials purchased for delivery to and use 
in its San Francisco plant, but which 
then was on the high seas or in foreign 
ports. Later, taxpayer contended that 
property should not have been assigned 
to California since it had acquired no 
situs in that state. The Board held that 
the only express requirement of the 


statute was that the method used be 
fairly calculated to apportion the busi- 
ness among the places where the busi- 
ness was conducted. The taxpayer was 
not conducting business in foreign ports 
or on the seas, the Board said, since it 
acted there only through independent 
contractors. The procedure used did not 
conflict with the statute and did not 
produce a manifestly unreasonable re- 
sult. Ames Harris Neville Co., Bd. 


Equal. Cal., 11/21/57. 


Use tax due upon incorporation of busi- 
ness. Taxpayer incorporated his moving 
and storage business and transferred 17 
motor vehicles to the new corporation. 
When he sought to have the registra- 
tions changed, transfer was refused unti! 
the corporation paid a use tax of 
$1,066.56. The corporation claimed it 
because 


was not subject to use taxes 


(1) no sale, as distinguished from a 
gift, had occurred and (2) the corpo- 
ration consisted of the taxpayer, his 
wife and children and, under the Con- 


necticut law, casual sales to the seller’s 
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spouse or child are not subject to the 
use tax. In upholding the imposition 
of the tax, the court found nothing in 
the stipulation of facts to negate the 
implied contract of purchase. With re- 
spect to the exemption for casual sales 
to the seller's immediate family, the 
court held this could not apply in this 
case since to disregard the corporate en- 
tity would be contrary to the exemption 
provision. Amodio, Sp. Ct. 
Conn., Oct. term 1957. 


Errors, 


Assessments on audits 
down in Maine 


DURING THE YEAR ending June 30, 1956, 
1,189 audits of taxpayers’ accounts were 
conducted by the filing staff of the sales 
and use tax division of the Maine Bu- 
reau of 
ment of 


Taxation, resulting in assess- 
$311,696 in tax, interest and 
penalties. Comparable figures for the 
year ending June 30, 1955 were 1,318 
audits, $343,826 assessed. The fact that 
assessments upon audits this past year 
were less than for any of the three pre- 
vious years was held to be an indication 
of more careful reporting on the part 
of taxpayers, according to the 1956 re- 


port of the bureau of taxation. 


New Mexico deletes exemption 
for sales to U.S. 
New 


amended its emergency school tax act, 


In 1957, the Mexico legislature 
which imposes a gross receipts tax on 
the privilege of doing business in the 
state, to remove an exemption previous- 
ly allowed for sales to the United States, 
its agencies and instrumentalities. The 
New 


opinion given on September 27, has 


Mexico attorney general, in an 
ruled that under the act, receipts from 
sales to, or for services performed under 
contract for the federal government, in 
connection with the conduct of a busi- 
ness in the state, are not exempt from 
the levy. The opinion states that the 
1957 amendment was enacted after the 
legislature was advised of a series of 
United States Supreme Court decisions 
upholding the imposition of privilege 
taxes based on gross receipts which in- 
cluded sales to the federal government. 
The attorney general observed that the 
New Mexico tax is not subject to the 
“immunity” doctrine since it contains 
no requirement that the licensee pass 
the tax on to the purchaser. ’ 
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The CPA’s tax practice: setting fees, 


keeping records, billing, costs 


by BERNARD B. ISAACSON 


Most CPAs keep the same kind of client records, time sheets and cost accounts 


for their tax work as they do for auditing. This works out well if a few modifications 


are used; but when it comes to fees and billing, the CPA won’t be getting a fair 


return unless he adopts a radically different policy. Mr. 


Isaacson, Wilmington, 


Delaware, CPA, tells us about the records his firm uses and discusses the criteria 


the tax man should use in setting fees. Lawyers, especially those who are un- 


systematic about records and billing, will find interest in this article and derive 


profit from it. 
W' START OUR routine at the time we 
are 


plete a form called the New Client Data 


engaged by a client. We com- 


Sheet. On this data sheet we show the 
name, address, the city and state, and 
the the 
whether the work is to be done monthly, 


work to be done for client; 


quarterly, semiannually or annually; 
whether it is accounting, financial state- 
ment, audit report, payroll reports, close 
books, systems, or anything special that 
has to be done for the client. We show 
filed; 
whether they are Federal or state re- 


what tax returns have to be 
turns. 

From this form we start our clerical 
routine. The form goes to a girl in the 
office who issues the client file number. 
That file number follows that client for- 
ever. 

We have an addressograph plate for 
each client. We send out our own news- 
letter. This we write ourselves, giving 
various filing due-dates and other infor- 
mation, such as what the Internal Rev- 
enue Service is examining at the present 
time. We also tell of the new deprecia- 
tion methods that have been approved, 
and regulations that we think are in- 
teresting to the client. We find that 
our newsletter keeps those clients who 
see us once a year, at the time we pre- 
pare their tax return, coming back to us 
each month. Not physically, but at least 


mentally they know that we are think- 
ing of them 12 times a year. 

We have a tax file card which helps 
us in our scheduling of tax returns. The 
telephone index, the client’s work sched- 
ule and an engagement sheet, if neces- 
sary at that time, are also prepared. This 
indicates whether we start working on 
the client immediately or whether we 
schedule it for a later date. We then list 
it On our partners’ reports so that all 
partners know what clients we have. 
That may seem strange, but sometimes 
you get a new client and forget to tell 
your partner and then someone walks in 
and wants to know something about a 
client and he says, ““Who? What?” It is 
quite embarrassing. Every partner should 
know what is going on in the firm. 

The card that we 
ruled with 12 vertical columns showing 


schedule have is 
the 12 months and horizontally showing 
the type of work to be done. In this in- 
formation section we have the name, the 
address, and the type of business. ‘This 
card also shows the person to contact in 
the client’s office if necessary. 


Engagement sheet 


Our bookkeeper goes through these 
cards, which are in aphabetical order, 
every month and looks under these vari- 
ous columns to see which are checked. 
Check marks indicate what work has to 


be done for the client, and our book- 
keeper then makes up a client engage- 
ment sheet. We do not allow any work 
to be done in our office unless it has 
been scheduled. If we do not have a 
regular engagement we make up a sup- 
plemental engagement sheet, but no one 
can work on any job unless an engage- 
ment sheet has been prepared. In that 
way we have control as to what work is 
being done in the office. 

The engagement sheet indicates what 
is to be done. We have a separate color 
for each type of work. We have a journal 
entry engagement sheet which is gray. 
An engagement sheet for accounting and 
auditing work is on yellow paper. The 
tax return engagement sheet is on pink 
paper. The payroll engagement sheet is 
on green, and the supplemental or spe- 
cial engagement sheet is on buff paper. 
What does an engagement sheet have on 
it? The return engagement sheet 
will give you a pretty good idea of what 


tax 


the others contain. This is made up by 
our secretary once a month. She types 
the client’s name and address, the client 
file 


For 


number and the engagement code. 
example, 704 would indicate that 
the fiscal year ended in 1957, that it was 
a fourth month, April audit, etc. The 
type of return, whether it is a Federal 
return, a state return, etc., is also shown, 
the 
Then the need for an estimated return 


with name of the state indicated. 
is indicated. Also shown is the type, in- 


dividual, partnership, corporation or 
other, and the date promised. We have 
to indicate on the form the number of 
copies of returns to be prepared. We 
multilith many of our reports because it 
is easier to multilith four or five copies 
or more than to have them typed with 
The W-2’s_ that 
have to be attached to the tax return is 


carbon. number of 
also indicated, as is the date the return 
is due. We put that in big red pencil 
so that the man who is working on the 
job, or the typist, will keep in mind 
the date the return has to be filed. 

We also show to whom the bill is to 
be sent. Many times individuals have 
arrangements with their companies or 
the 
Many times children are not billed di- 


someone else to make payment. 


rectly but rather the parents are billed. 

We also state the latest year of the 
Internal Revenue examination. You 
often 


adjustments that affect other years, so 


have to follow up on a lot of 
we indicate that on the sheet and have 
a man check the files for the revenue 
agent’s examination. We even have pro- 
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vision for revised copies on this engage- 
ment sheet. Finally, we show the name 
and the date that the person does the 
work. Then we have a line to show 
whether the self-employment tax return 
must be prepared. It is quite important 
to look for that. Then we list the state 
tax returns and the estimate if needed. 
Many of our clients do not want their 
estimates prepared until about April 10. 
Some of the executives of the larger com- 
panies do not know until about April 10 
what their salaries will be or what their 
estimated bonuses will be for the com- 
ing year. The rest of the returns may be 
but the estimate is not 


done earlier, 


done until the last minute. We then 
show if extensions were granted and the 
date. 

\fter a return is prepared, our tax 
partner reviews it. After that the scroll 
copies are checked by juniors who do all 
the actual mathematical totaling, check- 
ing and computation. Then we have the 
returns and the schedules typed or run 
off on the multilith or thermofax. The 
copies are then checked again. The re- 
turns are assembled and all copies are 
dated and the client’s copies are stamped 
before the final review which usually is 
done by another partner who looks it 
over just for appearance. It is all put 
together and the schedules are attached. 
We date the engagement sheet and show 
whether the return has been mailed, de- 
livered or picked up. This engagement 
sheet goes to the tax partner, who keeps 
our tax file and he enters it on a tax file 
card. There may be client’s material to 
be returned or special mailing instruc- 
tions to be observed; this is so indicated. 
We also indicate prior years’ operating 
loss carryover, carryback, capital loss, etc. 
That covers the engagement sheet, and 
basically they all run the same route 
through the office. 

For payroll tax reports which go out 
every three months we have letters of 
transmittal. They are multilithed, giving 
full instructions as to what to do with 
Each 
is Federal or state, has its 


each return. particular form, 
whether it 
own instruction sheet. There are blank 
spaces where the girls write in in red 
pencil what has to be done and the 
amount to be paid. We find that helps 
considerably and the clients like that a 
great deal because it makes it easier for 
them to know the amounts for their 
checks. We use similar letters for the 
corporation return and for the various 


income tax returns. The form also indi- 


cates refunds or whether the estimate of 


their refund has been applied against 
next year’s estimate. All that is on these 
forms. I think if you will follow this pro- 
cedure, you will save yourself a lot of 
typing time. 

When we send the returns, we also 
send to each client a return postal card 
which has been addressed to our office, 
and .on which is shown the date the 
client mailed his returns. 


Other forms 

We have a weekly time report which 
indicates just the client’s name, the 
service rendered to the client, and the 
hours. It is given to the bookkeeper 
every Monday morning. All men turn 
their reports in and they are posted to a 
time record on which we show the audi- 
tor’s name, the type of work based upon 
whether it is a special job or the regular 
monthly audit, the hours and then his 
rate. It may be five, six, seven, eight, 
ten, 15 dollars an hour, whatever the 
rate for that particular job may be. The 
expenses that go along with it are posted, 
and then the total of the work in process 
is accumulated. On the same card we 
have the record 
which indicates the date of the invoice, 


accounts receivable 
the invoice number, and the amount of 
the invoice. For example, say we billed 
$100 though our billable time came to 
$110; we put in an adjusted total, a red 
figure of $10; we lost $10 of billable time 
on that job. On the other hand, if we 
do $90 worth of billable time we should 
show a black figure which brings it up 
to the hundred-dollar bill, and when it 
is paid we show the credit. This, there- 
fore, serves as both our work-in-process 
control and our accounts receivable con- 
trol. It is the only record we have besides 
the actual copy of the invoice and our 
general ledger control. We don’t record 
the value of work in process on our 
formal books and statements. 

In order not to lose money in our own 
called 
pocket charges,” for postage that a man 


office we have a form “out-of- 
may spend when he has a large number 
of confirmations, or any particular ex- 
for the client. It 


goes to our bookkeeper for posting to 


pense he may have 


the time record. We have the same thing 
for a telephone charge. A little form in- 
dicates the client and whom it is to be 
charged to. You would be surprised how 
that adds up in the course of a month. 
Sometimes we have as much as $100 or 
$150 worth of telephone charges to be 
charged to clients. 

I was taught that the formula for 
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fees should be 40-20-40; 40% for the cost 
of your staff men, 20% for overhead, and 
40% for partners. Now if anyone tells 
me that he can maintain this formula, 
I would like to talk to him. I find it is 
impossible to get that 40-20-40 formula, 
but we all have hopes. The fees should 
be reasonable, yet fair. Reasonable for 
the client, and fair to you. And there 
is the old story, the staff man is always 
underpaid, in his estimation, and the 
clients are always being overbilled, in 
their estimation. You are in between. If 
possible, send out your bill and stick 
to it. I wish we could do it but we can- 
not. 

I think CPAs all 
that tax work should carry a_ higher 


believe as I do 


rate. We bill all our men at $10 an 
hour for tax return preparation. We 
do not always get it, but at least when 
a client comes in and complains about 
a bill you can show him your time 
record and say, “Look, the man put in 
seven hours of work and we billed you 
only $50.” You say, “I lost $20.” At least 
he does not feel so badly and he may not 
try to get the fee down. I think we 
should come to the realization that we 
should charge more for tax work, not 
because it may be more difficult, but be- 
cause we have to put in more time, dur- 
ing the course of a year, reading tax 
material, keeping up with changes and 
tax cases. The client has to pay for it 
along with all the energy and know- 
ledge that goes into that work when 
you prepare the tax return once a year. 
You have to maintain an office for the 
client who comes in once a year and pays 
$50 for a tax return, or $25 or $100 and 
that is one reason why you should get 
more. We use our time records only as a 
basis, a guide. We try to evaluate the 
work as it comes through. 

How 
examination? I think that an attorney 
friend of mine gave me some very good 


about the charges on a tax 


advice at one time. He said, ‘““The best 
time to get a fee in a tax examination 
is when the Internal Revenue is breath- 
ing down a client’s neck.” Get your 
fee in advance. I think that is the wisest 
thing to do. I'll admit that in many 
cases, particularly when clients have 
been with you for a long time, I do not 
see how you can do it. 

A CPA wrote me that he has a lot of 
trouble with clients who expect him to 
handle a tax examination for the one 
single fee that he received for preparing 
the tax return. He suggests that every- 
one add a little note to the invoice for 
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the tax return: “Your fee covers prepara- 
tion of your income tax return. It does 
not cover assistance rendered during any 
examination of your return by the In- 
We 


happy to assist you should this occasion 


ternal Revenue Service. will be 
arise and will make an additional charge 


based on the additional services ren- 
dered.” 

Here is one piece of advice to the 
younger practitioners which I wish 
someone had given me. Do not:set fixed 
fees when you take on an engagement. 
I have been in practice 12 years and 
there are some clients who will not pay 
us more now than they paid us 12 years 
ago. It is the toughest thing in the world 
to get someone to pay from $50 a month 
to $60 a month, though he knows as well 
as you that your cost has gone up. Try 
a budget basis. Tell the client you will 
bill $50 a month, then at the end of the 
year you will know how much time you 
have put in and you will bill for the ad- 


I think if 


can sell your clients on this you will be 


ditional time rendered. you 
doing yourself and them a service. At 
least you know that you will get paid 
for the work you do and you will not 
hesitate to give him that little extra bit 
of service. At times we, too, will say of a 
pinch-penny client who needs a little 
“Oh, 
He’s too tight, we’re not going to do 
it.” I think 


Try 


extra work, the Devil with him. 


this hurts you and your 


client. not to fix your fees on a set 
basis. 

Each locality has its own problems. | 
speak of $10 an hour. Some come from 
localities in which, if tell 


you were to 


your clients vou are charging $10 an 
hour, they would tar and feather vou 
and chase vou out of town. Yet on the 
other hand, when I talk about $10 an 
hour, people up in New York think I 
am crazv. They charge a lot more, as 


they do in some ether metropolitan 


areas, but vou have to keep your fees in 


line with the location of your office. 


These figures are only a guide. 


Staff pay 


I am going to try to cover staff pay. 
As I said, the staff man is always paid 
You 


struggle 


too little. in his own estimation. 


cannot blame him. Life is a 


between paying and being paid. Pay 
what you can reasonably and get the 
best man you can for the salary, and be 
selective. I think a good staff man is 
worth his weight in gold, if for no other 
relieve you of a lot of 


reason than to 


details so that 


you 


can go after new 
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services for clients. If you have at least 
two or three men, and you get a staff 
man to a certain level and you know 
that you cannot pay that man any more 
(you have to have a senior or a semi- 
senior or a junior, and just as in the 
army, the table of organization does not 
permit you to have any more), tell the 
man frankly whether or not there is a 
possibility of taking him as a partner. 
If there is and there is the possibility of 
growth, take him in. But if there is no 
possible way this man can come in as a 
partner, be frank about it and get him 
a job with a client as a comptroller or 
let him do as he sees fit, and then re- 
place him with a junior and let the 
junior move up to semi-senior to senior. 
You have to keep a wheel going all the 
time. Many people complain that their 
men leave to go into practice for them- 
selves, but can you blame them? That is 
what most of us did. We left someone 
else and went into practice for our- 
selves, but it hurts when you are on the 
other side. 

I have had a philosophy from the day 
I started, and I hope you will realize 
it is worth a lot of thought: Have one 
man more on your staff than you need. 
Now immediately _ thinks, 
“$3,000 a year, I can’t spare it.” I will 


everybody 


tell you what you will find. You will not 
want to see that man sitting around 
doing nothing. You will think of addi- 
tional things to do for your client, to 
increase your fees. You will dream up 
things for the client which he should 
have had in the first place. They will 
pay you more fees for that. Then you 
will begin to realize that the man is not 
sitting around idly and that you have 
a little more time to discuss things with 
your client, and that is what he wants. 
You can hire pencil pushers, but busi- 
ness management is what they really 
want you for and is what you should give 
them. Having that extra man on your 
staff will give you the time to do it. It 
will give you the ability to sit and 
discuss matters of importance with your 
client. You will be surprised that the 
$3,000 will begin to earn $5,000-$6,000 
for you. Try to have someone on your 
staff handle details so that you will have 
the time and energy to render more 
service to your client. When you give 
fees. Of 
course, this too is dependent upon the 


more service, you get more 


area you are in. If you are the only 
CPA in the area and you have all you 
can do, of course it does not apply to 


you. Others should think about it. You 


may have a girl in the office who can do 
detail work so that you can have an 
extra half hour a day or an hour a day 
or half a day a week to do_ business 
management for clients. I think you 
will find it pays off. 

We have engaged senior students dur- 
ing their vacations. Many times it is 
pretty costly to have a man to whom 
you pay a good salary sit around in the 
office during the summertime and not 
work all of the time, but it helps during 
vacation time when other men are off. 
It helps when you have a special job 
that you can do during the summertime, 
but most important, that man comes 
back to you when he graduates and be- 
comes a good staff man. Having been 
fairly well trained you can’ put him into 
a job almost immediately because he 
has had two and a half or three months 
training with you during the past year. 
That happened to us this past year. A 
year ago we hired a boy who worked 
with us during the summertime. This 
year he came to work for us full-time. 
It is a gamble you take but sometimes it 
pays off, and maybe during the summer- 
time you may take some time off your- 
self because you have another man 
around the office and you can do a little 
fishing or golfing and relax to get back 
some of the energy you expended dur- 
ing the tax period. It sort of rejuvenates 
you and also gives you an opportunity to 


look 


clients, business management. Look over 


into this additional service for 
your own record and see what you can 
do. Maybe you can give the client a 
better type of statement. Think about 


it. I think you will find it worth while. 


Today’s salary is worth 
about 40% of 1939 


UNDER PRESENT-DAY TAXES and _ inflation 
an income of $23,568 is needed to pro- 
vide take-home pay with the equivalent 
in purchasing power of $10,000 in 1939. 
Then income and social security taxes 
on $10,000 amounted to $269 and the 
net annual income was $9,731. Today, 
in order to end up with take-home pay 
equivalent in purchasing power to $9, 
1939 dollars, it is 


earn enough to net $18,791 after $4,777 


731 in necessary to 
in taxes has been paid. 

The spread between salaries today 
and in 1939 widens as the amounts in- 
crease. For example, it takes $6,457 to- 
day to equal $3,000 then, but to match 
the purchasing power of $100,000, he 
would have to receive $357,009. 
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Collapsible partnership rules too 


complex; simplification proposed 


Me: TAX MEN ARE STRONGLY CON- 
VINCED that the Code ought to con- 
tain a barrier to a partner’s converting 
ordinary income into some form of 
capital gain; Section 751 of the Code, 
however, has probably gone too far in 
its attempt to cover all possibilities. As 
a result, it has become almost too com- 


plex to be understood. It is not  sur- 


prising, therefore, that one of the most 
important suggestions for revising Sub- 
chapter K submitted by the Advisory 


Group of Practitioners to the Subcom- 


mittee on Internal Revenue Taxation 


Mills Committee) was that this section 
{ 


e considerably simplified. 


Their notion of how to get out of 


the present difficulty would be to: 

1. Have Section 751 apply to sales 
and exchanges of partnership interests 
distributions to a 


only, not to part- 


ner. Abuses of distributions would be 
prevented by requiring the partner to 


treat the distributed assets as non-capital 


if that was their character in the hands 
of the partnership. 

Limit the application of Section 
751 to gains of over $1,000. 


3. Apply the special rules of Section 
751, not to specially defined appreciated 
unrealized receivables, 


inventory and 


but to all non-capital assets. The Com- 


mittee proposes a new formula to de- 
termine whether there has been sub- 
stantial appreciation. 

Che trouble with the present Section 
751 arises, not from its objectives, but 
from the methods used to achieve those 


objectives, particularly the attempt to 


cover sales (and exchanges) of partner- 
ship interests as well as distribution of 
assets to a 


As the 


Section 751 of present law relates both 


partner. 


practitioner’s group put it, 


to certain sales and exchanges of part- 
nership interests and also to distribu- 


tions 


yy a partnership where either the 


distributee, or the remaining partners, 
in effect are exchanging their interests 
in certain types of partnership property. 
The types of property with which this 
provision is concerned are ‘unrealized 
receivables’ and ‘inventory items which 
have substantially appreciated in value.’ 
The existing statute presents detailed 
definitions of unrealized receivables and 
inventory items. In addition, two tests 
are applied in determining when there 
is substantial appreciation in the inven- 
tory items. For the gain attributable to 
the inventory items to be treated as 
ordinary income their fair market value 
120% of 


basis and also the fair market value of 


must exceed their adjusted 


these assets than 
10%, of the 


partnership property other than money. 


must represent more 


fair market value of all 


“Your advisory group accepts the 


basic objective of the present Section 


751; namely, that it should not be 
possible to convert any substantial 
amount of what would otherwise be 


ordinary income into capital gains by 
selling partnership interests or by dis- 
tributing partnership property. Never- 
that a 
simplification of this section is essential. 
The that the 
version of this provision is too complex 


theless, it believes substantial 


group believes present 


to expect the average partner to know 
how to apply it and that it must be 


simplified even though in so doing 


some of the theoretically correct results 

of the present provision may be lost. 
“The most serious complications in 

applying this provision arise in the case 


of distributions. In such cases not only 


must there be a determination as to 


whether the assets involved are, or are 


not, Section 751 assets but also there 


must be a determination of whether 


the distributee is receiving more or less 


than his pro rata share of these 751 


assets. Where these conditions are met 
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determine the 
assets which were exchanged for the 


it is also necessary to 
751 assets. Thus, it is necessary to com- 
pute not only the amount of ordinary 
income with respect to the 751 assets, 
but also any capital gain realized with 
respect to the assets exchanged for these 
Section 751 assets. Because of these com- 
plexities your advisory group is recom- 


mending that Section 751 be made in- 
applicable in the case of distributions. 
At the same time, however, it is pro- 
posing changes elsewhere in the part- 
nership provisions to prevent the use 
of distributions as a means of converting 
ordinary income into capital gains. This 
is accomplished by providing that where 
Section 751 assets are distributed by a 
partnership they are always to retain 
the same character in the hands of the 
partner as they would have had in the 
hands of the partnership. As further 
assurance against the conversion of ordi- 
nary income into capital gains it is 
that 
makes a distribution, even though hav- 


proposed where a_ partnership 
ing elected to make adjustments to the 
basis of partnership property, it is not 
to be permitted to make any adjust- 
ments to the basis of Section 751 assets 
of the partnership.” 


Proposed treatment of distributions 


that the 
treatment they propose will permit part- 


These tax men _ recognize 
ners, by making non-pro rata distribu- 
tions, to shift income from one partner 
to another; however, the simplification 
achieved would be, it believes, worth 
it. Furthermore, it would be ordinary 
income that would be shiftable. Trans- 
mutation into capital gain would be 
foreclosed by the rules it proposes for 
determining the character of the dis- 
tributed assets in the partner's hands. 
“The 


points out, “prov ides for the application 


existing statute,” the Group 


of the ordinary income treatment in 


Section 751 (a) in the case of non-pro 
rata distributions by a partnership, or 
in other words where in effect there 
has been a sale or exchange of an inter- 
est in Section 751 assets, either by the 
distributee partner or by the remaining 
partners. This provision is deleted en- 
tirely by your advisory group’s proposal. 
It is recognized that the deletion of this 
provision makes it possible to shift ordi- 
nary income between partners. However, 
to some extent this already is possible 
under existing law as the result of the 
general treatment accorded contributed 
704(c)(1) and 


under Section 


property 
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as a result of the rules set forth with 
respect to a retiring or deceased partner 
736. The deletion of this 
subsection is believed to be essential as 


in Section 


a substantial simplification, despite this 
effect. However, modifications proposed 
in connection with this revision in the 
case of Section 735(a) [discussed in more 
detail below.—Ed.] and Section 755 are 
designed to prevent the partners from 
converting into capital gains this ordin- 
ary income which has been shifted. In 
the case of Section 735(a) it is provided 
that Section 751 assets will always retain 
their character in the hands of a dis- 
tributee partner, while the present rule 
the character of 


preserves inventory 


items for a period of only 5 years after 
the date of distribution. Section 755 is 
revised to prevent the adding of any 
basis to Section 751 assets in the partner- 
ship where a distributee partner has re- 
linguished an interest in Section 751 
assets. 

“Despite the deletion of subsection 
(b) of present Section 751, [application 
to distributions.—Ed.] it is intended that 
the parties, by agreement, still would be 
permitted to accomplish the results ob- 
tained by this subsection (b) of exist- 
ing law. In other words, if the partners 
agree, a disproportionate distribution of 
cash by a partnership may be treated as 
first constituting a distribution of 751 
assets, and then a sale of such assets to 
the partnership by the distributee for 
cash, with the result that ordinary in- 
come will be realized by the distributee 
partners and a step-up in basis will occur 
with respect to the 751 assets “pur- 
chased” by the partnership. For this re- 
sult to obtain, however, the records of 
the partners and partnership must in- 
dicate that the partnership in form made 
an initial distribution of 751 assets and 
then that the distributee made a subse- 
quent resale of these assets to the part- 
nership.” 


Partner’s basis for distributed assets 
Turning to the character of the dis- 
tributed assets in the hands of the part- 
ner, the Group discusses the changes 
“In with 
simplification of Section 751,” it 


it proposes. connection the 
says, 
“the advisory group is proposing the 
elimination of Section 751(b). This sub- 
section presently provides ordinary in- 
come tax treatment for a distributee 
partner to the extent that in a distribu- 
tion he relinquishes his share of the part- 
nership’s unrealized receivables or sub- 


stantially appreciated inventory items 
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and receives other property in exchange 
for these assets. Alternatively, Section 
751 (b) also provides ordinary income 
tax treatment for the remaining part- 
ners to the extent the distributee re- 
ceives more than his share of the un- 
realized receivables and substantially ap- 
preciated inventory items in exchange 
for his share of other property of the 
partnership. 

“Although the advisory group believes 
it is desirable to eliminate 751(b), it does 
not believe that partnerships or partners 
should be able to convert ordinary in- 
come into capital gains. Since the pro- 
posed revision of Section 751 would not 
treat as ordinary income to the remain- 
ing partners any disproportionate dis- 
receivables or 


tribution of unrealized 


substantially appreciated inventory 
items. the group concluded that it would 
not be proper to allow the distributee 
to avoid ordinary income treatment on 
subsequent these 


rherefore, it is recommending that Sec- 


any sale of assets. 
tion 735 be changed so that any gain on 
such assets upon subsequent sale result 
in ordinary income to the distributee re- 
gardless of how long he has held these 
assets. Thus (as now is the rule for un- 
realized receivables) inventory items 
would result in ordinary income upon 
held for than 


years.” [i.e., Present law provides the 


sale even if more five 
gain on sale of unrealized receivables is 
ordinary no matter when realized; it is 
ordinary on inventory only if sold within 
five years. The Group would have the 
gain on all noncapital assets distributed 
ordinary no matter when sold.—Ed.] 


Exclude gains under $1,000 


One of the Advisory Group’s proposals 
that would narrow the application of 
Section 751 is its suggestion that would 
the 
gains attributable to Section 751 assets 
exceed $1,000. The application of the 
provision also would be narrowed by 


limit its use to those cases “‘where 


clearly applying the section only where 
there is an over-all gain on the sale or 
exchange of a partnership interest, that 
is, taking into account not only the por- 
tion of the proceeds from the sale or ex- 
751 


assets, but also the portion attributable 


change attributable to Section 


to all other assets.” 


Broader definition of 751 assets 

“Present law,” the practitioners say, 
“provides a detailed definition of both 
unrealized and 


receivables inventory 


items and these definitions have included 
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some types of items which appear ques. 
tionable and may have excluded others 
which appear equally questionable. 
These definitions are dropped in the 
proposal. The test provided is basically 
a simple concept; viz, the character of 
the income in general is to be deter- 
mined in accordance with the character 
it would have if the transferor partner 
the 
rather than selling or exchanging an 


were selling property directly 
interest in partnership property. The 
use of this concept not only makes it 
unnecessary to develop a special set of 
rules for determining what constitutes a 
Section 751 asset, but also makes ap- 
plicable the capital gains rules with 
which taxpayers have already generally 
become familiar. 

“The new subsection (c) includes in 
751 


erty of the partnership which if sold or 


the term ‘Section assets’ all prop- 
exchanged at a gain would be property 
which would result in ordinary income. 
In addition, in order to give the tax- 
payer the offsetting benefit of ordinary 
loss which would be realized on a sale 
by the partnership of property used in 
the 
751 assets includes property described in 
Section 1231(b) [old Section 117(j) of the 
1939 Code.—Ed.| to the extent that a 
sale of all such property at fair market 


its trade or business, term Section 


value would result in a net loss. 

“The proposed subsection provides 
rules which are to be followed in deter- 
mining when there is ordinary income 
or when a Section 1231 net loss occurs. 
For purposes of simplification the differ- 
ent treatment under other provisions of 
law accorded certain assets if held for 
less than 6 months is ignored. That is, 
for purposes of this provision, all prop- 
erty is treated as if it were held for 6 
months or more (whether or not actually 
held for such a period). This avoids the 
complexities inherent in attempting to 
provide separate treatment for short- 
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term capital gains and long-term capital 


gains. 


“substantially appreciated” rule 


The Group would substitute a single 
dual test of 
law in determining whether or not there 


measure “for the present 
has been ‘substantial appreciation,’ in 
such a manner as to preserve the essen- 
tial features of the 


present Statute. 


Present law,” it says, “determines the 
existence of any substantial appreciation 
by examining whether there has been 
appreciation in the value of the inven- 
20%, 


this is true, whether the value 


tory involved of more than 
and, if 
of the inventory represents more than 
10% of the total 


ship assets other than money. This dual 


value of partner- 
test under your advisory group’s sug- 
gestion would be replaced by a single 
formula which takes both of these factors 
into account. Under the proposal, Sec- 
tion 751 would be applied with respect 
to an interest being sold or exchanged 


only if the potential gain with re- 
spect to the assets being sold repre- 
sents more than 15% of the selling 


price of the interest (reduced for any 
partnership liabilities relinquished as a 
result of the sale.) 

“In revising the existing subsection 
(d)(1) the new subsection substitutes a 
single ratio for the dual ratio of present 


law in determining when “substantial 





Children not permitted to deny validity 
of family partnership. Taxpayers sought 
to disavow the existence of a_partner- 
ship with their parents in spite of the 
existence of a partnership agreement, by 
emphasizing the fact that neither of them 
rendered significant services to the busi- 
ness. The court finds that the partner- 
ship business was merely holding invest- 
ments and consequently required no 
that each 
filed income tax returns in the past re- 


significant services; taxpayer 
porting his distributable share of the 
partnership income; and that each had 
sworn under oath during an investiga- 
tion of the father’s affairs that he was 
a bona fide partner. It, therefore, holds 
taxpayers were bona fide partners dur- 
ing the years in controversy. Ferguson, 
ICM 1958-32. 


Daughter a bona fide partner. On re- 
mand from the Fifth Circuit to consider 


New partnership decisions this month 


appreciation” has occurred. Moreover, 
the new test is applicable to all Section 
751 assets, not merely to inventory items. 
The recommendation for this single test 
is made primarily to permit the elimina- 
tion of the difficult distinction between 
inventory items and unrealized receiv- 
ables. The new test makes Section 751 
inapplicable, unless in the sale or ex- 
change the gain attributable to the Sec- 
tion 751 15% of the 
amount realized in the sale or exchange 
of the 
amount 


assets exceeds 


interest. In determining the 
realized on the sale or ex- 
change of the interest, however, a re- 
duction is to be made for the portion of 
the liabilities of the partnership al- 
locable to the partnership interest being 
sold or exchanged. This latter reduc- 
tion is necessary to prevent 
15% 


ficially increasing the total amount of 


partners 
from avoiding the test by arti- 
partnership assets (and hence the pro- 
ceeds received upon sale) through the use 
of borrowed funds.” 

By reducing the amount realized, for 
purposes of the 15-per cent substantial 
appreciation test, by a pro rata share of 
the partnership liabilities, an  unin- 
tended benefit in the present provision 
is removed whereby real-estate  de- 
velopers, through the use of mortgaged 
property, may avoid ordinary income on 
Section 751 


substantially appreciated 


assets. 


on the merits all the issues presented, 


the Tax Court finds that taxpayer's 
daughter was a bona fide member of a 
partnership in 1947, even though she 
contributed no services. The partnership 
dealt in machinery and the daughter 
had 


the business in prior years. She did con- 


done considerable office work for 
tribute some capital and really intended 
to join in the business. Accordingly, the 
Commissioner’s determination that tax- 
payer realized a gain upon a transfer of 
the partnership assets to a new corpora- 
tion was erroneous since it improperly 
assumed taxpayer owned his daughter's 
stock 
issued to her. Gugenheim, TCM 1958-41. 


interest and was entitled to the 


Partner’s gross income includes his share 
of firm gross. Section 251 of the 1939 
Code permits U. S. citizens to exclude 
uo. &. 
sions if certain conditions are met. One 


income sources within posses- 
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of these conditions is that 80% of the 
gross income for three years prior to the 
taxable year been derived 
within a U. S. possession. In determin- 
ing whether taxpayer, a member of a 
partnership, met this 80% test, the 
Tax Court held that he must include in 
his personal gross income his distributive 
share of the partnership’s “gross” rather 
than the “net” This 
affirms. Although the language of the 
Code literally required the partner to 


must have 


income. court 


include his share of the partnership 
net, the cases have considered that each 
interest in the 


partner owns a share 


partnership gross because the partner- 
ship is not a tax-paying entity. Only in 
the case of the 25% income omission 
for statute of limitations is the partner- 
ship net regarded as the partner's gross. 
Palda, CA-8, 3/6/58. 


Partner can’t deduct taxes paid on be- 
half of co-partners. One partner who 
paid all the New York State income 
taxes of his partners, together with the 
New York unincorporated business tax 
of the several partnerships in which he 
was a member, is denied a deduction for 
the payments as ordinary or necessary 
business 


expenses, or as _ partnership 


losses, except to the extent that the 
unincorporated tax is allocable to his 
interest in each partnership. However, 
the legal fees paid for making the tax 
settlement with the state are held to be 
fully deductible by the partner since 
the benefits secured in the settlement 
were primarily for his advantage and 
only incidentally for the advantage of 
the other obligors. There was evidence 
that taxpayer intended to make a gift 
to other partners in relinquishing his 
right of contribution for the taxes from 
them. Farnsworth, 29 TC No. 119. 


Partner’s wife became limited partner 
at his death. Taxpayer's husband died 
in 1946 agreement, 
taxpayer continued to receive payments 


and, pursuant to 
from his partnership. The Tax Court 
held that limited 
partner in the partnership at her hus- 


taxpayer became a 
band’s death and that she must there- 


fore include in her income her dis- 
tributive share of partnership profits for 
that year. That court also held that the 
partnership properly credited taxpayer 
with the full amount of her distributive 
share on the partnership return, even 
though she was not actually paid that 
much. This court affirms without opin- 


ion. Laube, CA-3, 3/25/58. 
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THE TAXATION OF INDIVIDUALS 


_ Personal tax problems 





Inequities in 36-month compensation: 


bar group proposes relief measures 


, erg BEFORE the House Ways 
and Means Committee brought out 
many of the small quirks in the Code 
that work inequitable results for many 
taxpayers. The Taxation Section of the 
American Bar Association presented a 
half dozen proposals for change (all ap- 
proved by the ABA House of Delegates) 
none of which is of major significance, 
but which would remedy a technicality 
which works harshly on taxpayers. 

The relief from income bunching of- 
fered by the few averaging provisions 
now in the Code is extremely limited; 
the Section proposed one change which 
would have the effect of permitting the 
use of the 36-month spreadback even 
though employment is uncompleted if 
the taxpayer qualifies under the 80% 
rule. Perhaps the easiest way to under- 
stand the nature of the Section’s pro- 
posal is to look at the change they would 
make in the language of the Code. They 
would remove from current Section 1301 
the matter in square brackets and add 
the italicized words. This section per- 
mits the spread of compensation if: 

“(2) the employment covers a period 
of 36 months or more (from the begin- 
ning to the completion of such employ- 
ment or in the case of uncompleted em- 
ployment, to the close of the taxable 
year); and 

“(3) the gross compensation from the 
employment received or accrued in the 
taxable year of the individual or part- 
nership is not less than 80% of the total 
compensation [from] recetved or accrued 
since the beginning of such employ- 
ment.” 

In explanation of how this change 
would work, the Section pointed out 
that “in the case of employment ex- 
tending over a period of 36 months or 
more, if the gross compensation received 
or accrued in the taxable year is not less 
than 80% 


from the employment, existing law per- 


of the total compensation 


mits the compensation to be spread 
over that portion of the period of the 
employment which precedes the receipt 
or accrual of the compensation (Section 
1301, IRC 1954). 

“In the case of completed employ- 
ment, the compensation due is generally 
precisely determinable, and it would be 
a rare case in which the right to spread, 
once apparently available, would be de- 
stroyed by subsequent developments. 
The case of uncompleted employment is 
different, that events oc- 
curring after the (apparent) 80% year 
may render uncertain, or wholly de- 


however, in 


stroy, the right to the spread. 
in the case of uncompleted em- 

ployment, qualification under the 80% 
test is to be determined with reference 
to compensation received or accrued in 
the taxable year and prior years, and 
without reference to compensation re- 
ceived or accrued in subsequent years. 
Under the proposal, the right to spread 
is definitely established at the close of 
the taxable year. 

“Operation of existing law, and the 
proposal, is illustrated by the following 
examples: 


Case A 
Compensation Ist year 20 
Compensation 5th year .. 80 


Compensation after 5th year None 


Total compensation ke. 100 

“Existing law permits the fifth year 
compensation to be spread, but the 
right to spread is not established until 
it is known that there will be no com- 
pensation after the fifth year. The pro- 
posal would not affect this result, but 
would establish the right to spread at 
the end of the fifth year. 


Case B 

Compensation Ist year . : 10 
Compensation 5th year 80 
Compensation after 5th year . 10 


Total compensation 


“Existing law permits the fifth vear 
compensation to be spread, but the right 
to spread is not established until the ex- 
act amount of the compensation after 
the fifth year is known. The proposal 
would not affect this result, but would 
establish the right to spread at the end 
of the fifth year. 


Case C 

Compensation Ist year 20 
Compensation 5th year 80 
Compensation after 5 year 10 
Total compensation 110 


“Existing law permits no spreading in 
this case; the after fifth year compensa- 
tion destroys the qualification under the 
80% test. The proposal would establish 
the right to spread at the end of the 
fifth year in this case.” 


Pre-1954 separation agreements 


Another proposal would give spouses 
the right to elect to treat as alimony 
payments under  pre-1954 separation 
agreements. 

“Section 71 of the 1954 Code” the 
Section points out, “added a new provi- 
sion including in the income of the wife 
periodic payments made under written 
separation agreements executed after the 
date of 1954 Code. 
Such deductible by the 
husband. The provision was not made 


enactment of the 
payments are 


applicable to separation agreements en- 
tered into prior to the date of enact- 
ment of the Code in order to prevent 
the possibility of upsetting arrangements 
which had theretofore been worked out 
with the understanding that the wife 
would not include the payments in her 
income. The proposal would make Sec- 
tion 71 applicable to preexisting agree- 
ments if both parties to the agreement 
elected to bring themselves within the 
new provisions.” 


Payments to disability funds 


One small deduction which has been 
causing a vast amount of trouble quite 
out of proportion to its importance is 
the question whether an employee may 
deduct contributions, usually withheld 
from his pay, to state disability funds. 
Many of the states, for instance, New 
York, when they set up these systems, 
permitted employers to join either the 
state system or private insured plans. 
Che Section says that, “from the stand- 
point of the employer, it would appear 
that deductions for contributions to 
such a plan should be allowed as ordi- 
nary and necessary expenses of the trade 
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that the allowance 


would not depend on whether the plan 


or business, and 


was a state plan or a private plan. On 
other hand, from the standpoint of 
the contributing employee, a deduction 
would be available only if the contribu- 
tion were paid as a tax. The contribu- 
tion might constitute a tax under a state 
plan, but never under a private plan.” 
The Section would allow the employee 
luction no matter which system the 


mployer used. 


Contribution carryover for individuals 
170(b)(2) of the 1954 Code, 
the Section pointed out to the Ways and 
Means 


tion which has made deductible gifts in 


section 


Committee, “allows a corpora- 
excess of the 5% limitation in any one 
year to carry over the excess contribu- 
tions as deductions to the two next suc- 
ceeding taxable years, (to the extent that 
the 5% ‘allowance’ is not utilized in 
such succeeding years). The purpose of 
this provision is to prevent loss of all or 
a part of the deduction where a contri- 
bution is made early in the year in an- 
ticipation of substantial profits which 
are later wiped out or drastically re- 
duced through unforeseen events, and 
uso to minimize curtailment of corpo- 
rate contributions in periods of reduced 
income. Yet this raises and leaves unan- 
.. Why 


should the benefits of the amendment 


swered a conspicuous question 


be confined to corporate taxypayers? 
rhe arguments offered in support of the 
amendment would seem to be equally 
pertinent in the case of individuals en- 
gaged in business as partners or sole 
proprietors, and are not peculiarly ap- 
plicable to corporations alone.” 

Ihe Section answers the question by 
proposing a two-year unused charitable 
contribution carryover for both corpora- 


tions and individuals. 


Estate planning expenses 

The question of recommending a 
statutory change to permit an individual 
to deduct estate planning expenses from 
h 


poses has been considered before,” the 


s income for Federal income tax pur- 


Section said. 
After 


proaches to the problem, the Committee 


considering the various ap- 
has concluded that a change should be 
recommended permitting the deduction 
of estate planning expenses. Such legis- 
lation should be broadly drafted to in- 
clude all aspects of estate planning and 
costs and 


all legitimate expenses in- 


curred in connection therewith. 


“The purpose of any such recommen- 
dation, if made, should be the clarifica- 
tion of an area of the law which has 
caused very substantial controversy be- 
tween the Treasury Department and 
taxpayers, and has produced arbitrary 
results. It is difficult for any taxpayer to 
understand why the Treasury Depart- 
ment will presumably allow a deduction 
of the expenses incurred in connection 
with the creation of a revocable trust of 
income producing property, while it will 
probably deny a deduction for such ex- 
penses incurred in connection with the 
creation of an irrevocable trust, or the 
drafting of a will. In an involved over- 
all planning for an individual, an at- 
tempted allocation between deductible 
and non-deductible expenses becomes 
arbitrary and often farcical. 

“Section 212 of the 1954 Code ex- 
23(a)(2) of the 1939 
Code to permit an additional deduction 


panded Section 


by an individual for expenses incurred 
in the determination, collection or re- 
fund of any tax. Broadly construed, the 
new section might appear to be at least 
a partial solution to this problem. But, 
when the section is read in the light of 
the Committee Reports, it seems clear 
that 
event, a great deal of confusion and con- 


such was not intended. In any 
troversy will result unless there is clari- 
fication. Section 212(3), however, does 
represent a departure from the Treasury 
Department’s underlying premise that 
the 1939 Code permitted deductions of 
non-business expenses only with respect 
to property which produced income for 
the taxpayer. The line drawn between 
permissible and non-permissible deduc- 
tions under the 1939 Code was extremely 
hard to justify. The apparent line of de- 
marcation in the 1954 Code is complete- 
ly arbitrary. Proper planning for the 
management of property during life and 
its disposition after death are interre- 
lated and nothing but confusion in the 
administration of the tax laws can result 
from attempts to draw such arbitrary 
distinctions under a provision as am- 
biguously worded as is Section 212. 

“Since there has been an increasing 
tendency realistically to approach taxa- 
tion from the standpoint of the burden 
that a family unit should bear, it ap- 
pears proper to permit as an additional 
deduction to an individual all the ex- 
penses incurred in arranging for the 
disposition of his property during his 
life and after his death.” 

The 


would allow the deduction of expenses 


language the Section proposes 
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“in connection with planning, arranging 
for, or making, by will, revocable or ir- 
revocable trust, or otherwise, a donative 
or testamentary disposition of property 
or any interest therein, including pro- 
ceeds of insurance, by such individual, 
whether or not such disposition becomes 
effective.” 

The Committee is aware that adop- 
tion of this proposal might lend some 
encouragement to the unauthorized 
practice of law, but is of the opinion 
that it would not be in the best interests 
of taxpayers or the bar to limit the de- 
duction to attorneys’ fees and expenses. 
If there is merit in the recommendation, 
it should apply to all legitimate ex- 
penses incurred by the taxpayer in con- 
nection with estate planning. The ques- 
tion of unauthorized practice of the law 
should not be injected into a taxing 
measure. 

“It is to be noted that the words ‘es- 
tate planning’ do not appear in the sug- 
gested provision set forth above. There 
has been a studied attempt to avoid use 
of these words because their meaning is 
imprecise. While it is recognized that 
detail in a provision of this nature is 
generally undesirable, it was deemed 
necessary, and appropriate, to use some 
explanatory language in order to pro- 
vide clarity in, and understanding of, 
the proposed provision.” 


Pre-death depreciation 


The American Bar Association recom- 
mended to the Congress that the Code 
be amended to delete the requirement 
that the basis of property acquired from 
a decedent before his death but taking 
a new basis upon his death be reduced 
by depreciation or depletion, allowed to 
the taxpayer prior to the decedent's 
death. It said that, 

“The provision requiring that the ba- 
sis of property acquired from a decedent 
before his death which receives a new 
basis upon his death be reduced by the 
amount of depreciation or depletion 
allowed to the taxpayer prior to the de- 
cedent’s death seems to proceed from the 
notion that the taxpayer will otherwise 
obtain excessive depreciation and deple- 
tion allowances. Since depreciation and 
depletion ordinarily are matched with 
an aciual decline in the value of prop- 
erty, the death value of the property 
will reflect these allowances, and the use 
of such value without adjustment will 
not, in fact, give the taxpayer excessive 
deductions. On the other hand, the re- 
quired adjustment would result, in sub- 
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stance, in denying to both the decedent 
and the donee the benefit of all depreci- 
ation and depletion on the property 
during the period of pre-death owner- 
ship by the donee.” vr 


IRS encourages more 
economical do-it-yourself 
return filing 

IRS 
progress in cutting the cost of aid to 
taxpayers in filing their returns. It en- 
courages telephone than 
office visits and, for those who do come 


THE is quite pleased with its 


calls rather 
in, it tries to help the taxpayer com- 
plete his own return rather than prepare 
it for him. As a result, IRS is able to 
keep more employees on their regular 
duties and has less disruption to its 
schedules during the tax season. In his 
annual report for the year ended June 
30, 1957, the Commissioner reported: 

11,000,000 taxpayers 
were assisted in the preparation of their 


“Approximately 


income tax returns during the annual 
filing period. This was a 7% decrease 
from the prior year and is due to the 
success of the publicity and educational 
programs of the Revenue Service to en- 
courage taxpayers in “do-it-yourself” 
methods. 

the enforce- 


ment viewpoint were the savings in man- 


“More significant from 
power effected during this year’s filing 
period. Over 38,000 fewer man-days were 
required in the 1957 program than in 
the prior year’s program, automatically 


increasing the personnel engaged in 
audit and other enforcement work by 


that amount. 

“The cost of the assistance program 
this year was $3,260,000, considerably 
less than that of $4,040,000 in the pre- 
ceding year. 

“The results of the publicity and edu- 
cational programs are indicated by the 
changing pattern in the type of assist- 
ance furnished. Although 6,000,000 tax- 
payers found it necessary to come to the 
field offices for help, this direct assistance 
decreased about 12% in the current pro- 
gram. On the other hand, the telephone 
question-answering service, which ac- 
counted for the remaining number of 
taxpayers assisted, increased slightly over 
the prior year. Continued expansion of 
the telephone service is expected since 
this type of assistance is the most con- 
venient to and the most 
economical to the government. During 


taxpay ers 


1957, there were 117 taxpayers assisted 
per man-day by this method as com- 


June 1958 


pared to 108 taxpayers per man-day in 
the previous year. 

“Fewer taxpayers received individual 
assistance in the preparation of their re- 
turns during the annual filing period 
than in the prior year’s program. Per- 
sonal assistance is given whenever neces- 
sary. However, expansion of the self- 
help methods is being encouraged. 

“The self-help methods of assisting 
taxpayers in the completion of their 
returns have resulted in large savings of 
time and money to the Revenue Service. 
During 1957, 5 out of every 6 taxpayers 
assisted received this type of help as 
out of 7 in 1956.” 


compared to 5 


New decisions 





No alimony deduction for payments 
made for childrens’ support [Certiorari 
denied]. Taxpayer agreed to pay his ex- 
wife $125 per week and she would be 
responsible for the two children. Upon 
her remarriage, the weekly payments 
were to be reduced to $31.25 per child, 
and as each child attained the age of 21, 
$31.25 was to be eliminated from the 
The held the 
amount for the support of the children 


payment. Tax Court 
is identifiable and permits taxpayer to 
deduct only one-half of weekly payment 
as alimony. The Ninth Circuit affirmed. 
Eisinger, cert. den., Sup. Ct., 3/17/58. 


Payment of divorced wife’s tax de- 
ficiencies alimony. The divorce decree 
provided that the husband was to pay 
his wife’s income tax on the alimony he 
paid. He did not pay her anything 
under this provision for several years as 
the wife did not file returns during this 
period. When the wife was assessed the 
tax deficiency for the unreported years, 
the husband agreed to pay the tax. The 
IRS rules that the payment of the tax 
deficiency is alimony income to the wife 
and deductible by the husband. The 
payments to meet the additional income 
tax caused by the inclusion of the tax 
payments in the wife’s income are also 
deductible by the husband and income 
to the wife. Rev. Rul. 58-100. 


Doctor and wife can deduct 20% of 
Bermuda cruise expense. Taxpayer doc- 
tor and his wife attended a post-conven- 
tion forum cruise to Bermuda sponsored 
by the American College of Physicians, 
and sought to deduct the entire cost as 
a business expense. Finding that the 
cruise combined business and pleasure, 


the court upholds the Commissioner's 
disallowance of 80% of the cost as a 
non-deductible personal expense. Burn- 


ham, TCM 1958-46. 


Partner’s gross income (for dependency 
test) is share of gross income of firm 
[Acquiescence]|. Taxpayer's mother, who 
had other income of $500, was an equal 
partner with him in a business which 
had in 1952 gross profits of about $210 
and a net operating loss of over $1,700. 
In determining the mother’s gross in- 
come for purposes of qualifying her asa 
dependent, the court holds her share 
of the partnership’s gross income must 
be taken into account. Since her gross 
income so determined exceeds $600, tax- 
payer is denied a claimed dependency 
credit for her. is entitled 
to a deduction for medical expenses paid 


However, he 


for her. It is not required that an ex- 
emption be allowed for medical ex- 
penses of a dependent to be deductible. 
For that the only tests are relationship 
and over half the support. [The 1954 
Code specifically provides that gross in- 
come of a partner is his share of the 
gross income of the partnership.—Ed.]} 
Clark, 29 TC No. 24. Acq. IRB 1958-13. 


Interest on deficiencies arising out of 
business are business expense [Acquies- 
cence]. In 1951 taxpayer arrived at a 
settlement of income tax deficiencies for 
prior years. He deducted in 1951 the 
full amount of the contingent legal fee 
for the settlement (only $1,500 was paid 
in that year) and the interest on the 
deficiencies (paid in 1952). The 
holds that, 


court 
since the deficiencies arose 
out of his lumber business, the legal fee 
and the interest are business expenses. 
The court finds that taxpayer was on the 
accrual basis so far as the business was 
concerned and it may deduct both these 
items even though they were not paid 
in the taxable year. Standing, 28 TC 
789, acq. IRB 1958-11. 


Expenses of European trip preparatory 
to establishing a business not deductible. 
An employed market research psycholo- 
gist went to Europe to make contacts 
for his future business as an independ- 
ent consultant. The trip was not related 
to any business. Expenses incurred on 
the trip are, therefore, not deductible. 
Furthermore, the cost of transporting 
his automobile to Europe cannot be 
taken as a deduction, even though he 
may have planned to sell it at a profit 
there, since the profit motive was en- 
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tirely submerged by the personal use 
which he in fact made of it. Bell, Jr., 
TCM. 1958-33. 


Establishing business to obtain employ- 
ment not deductible expenses. Taxpayer 
incurred expenses in an_ unsuccessful 
to have the City of Montreal, 


Canada, install a suspended monorail- 


effort 


way transportation system. He also in- 
curred expenses for the purpose of re- 
activating a National Hockey League 
franchise in Philadelphia. He claimed a 
deduction on the ground that, if either 
of these enterprises had been successful, 
he would be employed by them. The 
Tax Court disallows the deduction be- 
cause amounts expended to establish a 
business so as to gain employment are 
not ordinary and necessary expense. The 
court notes that the question of a capital 
Peto, 


loss deduction is not before it. 


TCM 1958-34. 


Casualty loss allowed for damages by 
a “mine cave.” Damage to residential 
property caused by the collapse of mine 
excavations beneath the surface property 
results in a deductible casualty loss. Rez. 


Rul. 57-524. 


“Conservative” claims for travel and en- 
tertainment disallowed in part. The 
Commissioner allowed $9,500 and $4,400 
of a total of $15,600 and $7,000 claimed 
deductions for travel and entertaining 
expenses in two years. The Tax Court 
sustained this determination although it 
admitted the expenses were ordinary 
and necessary in taxpayer's trade or 
business and “conservative” in the light 
of the net profit. They are, nevertheless, 
disallowed in lack of 


Dresses, 


because of 
Star 


part 
substantiation. Five 


TCM 1958-40. 


Inc., 


Loans by employee to his company are 
bad debts. 
a commission advertising salesman for a 


non-business Taxpayer was 


magazine in which he owned 20% of the 
stock. A 


vances which he made to the magazine 


loss from worthlessness of ad- 


is deductible only as a non-business bad 
debt since the advances were not proxi- 
mately related to taxpayer’s business as 
an advertising agent. Sonz, TCM 1958- 
50. 


Hotel manager entitled to deduct travel 
and entertaining expense [ Acquiescence}. 
\ hotel manager received as additional 
compensation 5% of any increase he 


could bring about in the business of the 


hotel’s catering department over that 
done in the corresponding month of the 


previous year. The court finds that 
under the arrangement it was con- 
templated that taxpayer would, | if 


needed, expend funds of his own for 
entertainment and travel in promotion 
of the catering business and allows the 
expenditures proved. Romer, 28 TC No. 
1228, acq. IRB 1958-11. 


Iowa state employees can’t deduct “tax” 
to finance their pensions. A 
Iowa “tax” imposed on public employees 


so-called 


as a contribution to a state retirement 
fund is not deductible by an employee 
as a tax, but is his cost of the retirement 
annuity provided for by the Iowa law. 
Rev. Rul. 58-141. 


Can’t deduct legal fees to avoid criminal 
tax prosecution. Taxpayer's partnership 
retained a firm of attorneys to defend 
him against possible criminal tax liabil- 
ity. Taxpayer was indicted for tax eva- 
sion, but subsequently had a heart at- 
tack and was never brought to trial. 
Thereafter taxpayer paid the civil tax 
liability and also fraud penalties. The 
same firm of attorneys represented tax- 
payer throughout the criminal and civil 
proceedings and was paid a fee of $22,- 
500 by the partnership. The court holds 
that the fee was not an ordinary and 
necessary expense of either the partner- 
ship or the partners. Brinson, DC Fla., 
3/18/58. 


Foreign trips were personal, not busi- 
ness, expenses. The Detroit Board of 
Commerce sponsored cruises for its 
members each year. Taxpayer, who was 
in the blueprint business, took a Far 
East and a Mediter- 
ranean cruise the next. The court finds 


cruise one year 
these trips were primarily recreational. 
The business aspects, if any, were inci- 
dental. Deductions are disallowed. 
Hardy, DC Mich., 3/11/58. 


New Regulation allows expenses for 
education. Section 1.162-5 
sets forth in considerable detail the IRS’ 
new 


Regulation 
position on allowable expenses 
for education. They are allowable if 
they maintain or improve skills required 
in taxpayer’s trade, business or employ- 
ment or are required as a condition of 
retaining employment. The expenses are 
not deductible if incurred to obtain a 
new position, a substantial advafce, or 
for personal reasons or to further gen- 
eral education. If the expenses of educa- 
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tion are deductible, travel, meals and 
lodging away from home to obtain it are 
likewise deductible. T.D. 6291. 


Occasional gambler can’t take deduc- 
tion for gambling losses. Taxpayer who 
gambled “occassionally” failed to keep 
records of his gambling wins and losses. 
For failure of proof the Commissioner's 
determination of his winnings for 1948 
was sustained. As taxpayer was not in 
the business of gambling, he was not 
permitted to deduct gambling losses in 
arriving at his adjusted gross income. 
Neither could he take the gambling 
losses as a deduction from adjusted 
gross income since he had elected the 
standard deduction on his 1948 return 
and was precluded from revoking such 
election. [For taxable years after 1949, 
the election may be changed at any time 
within the statute of limitations.—Ed.] 
Hixon, CA-2, 3/25/58. 


Subsistence allowances of state-highway 
patrolmen are additional compensation 
(Old Law) {Certiorari denied). Tax- 
payer, a member of the Georgia State 
Patrol, was required to live in a bar- 
racks and was on call 24 hours a day. 
He received a subsistence allowance of 
$4.50 a day to defray the costs of his 
meals, which he ate at restaurants on his 
route. The Tax Court held this taxable 
as additional compensation. This court 
affirms. The “convenience of employer” 
rule is inapplicable; it was argued that, 
if the state supplied meals, the patrol- 
men would all be off-duty at the same 
time. The court find that tax- 
payer’s eating of meals in a restaurant 
of his choice, paid for from the sub- 
sistence 


cannot 


allowance, should result in 
favored tax treatment denied all other 
employee-taxpayers who eat one or more 
meals away from home. [Under the 1954 
Code, meals and lodging for the con- 
venience of the employer are excluded, 
whether or not they are compensation. 
But this applies only to meals eaten on 
the business premises.—Ed.] 
den., 1/27/58. 


Magness, 
cert. 


Cabot prize not income. The Maria 
Moore Cabot prize, awarded in recog- 
nition of outstanding public service in 
journalism, including the $1,000 cash 
given the recipient or his representative 
to appear personally to accept the prize, 
is excludible from the recipient’s gross 
income. The recipient of the award does 
not enter a contest, nor is he required to 
render future services. Rev. Rul. 58-89. 
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Basic rules on tax liability of U. S. 


citizens earning income abroad 


When a U. S. 


technical rules setting forth tax benefits he may obtain. 


credit for foreign taxes paid, to exemption from U. 


and to other special deductions. 


lying rules and should be of particular interest 


by MARCELLUS R. MEEK 


citizen first earns income abroad, he is confronted with some rather 


These rules relate to a 


. tax in certain circumstances 


This article is a concise statement of the under- 


practitioners who may be 


required for the first time to advise clients on foreign tax matters. 


W HEN IT IS PROPOSED that a particular 
employee, because of his special 
skills, be 
length of time, 


sent abroad for any great 
the first question raised 
“What do I do about 


my United States taxes?” 


by that person is, 
This article 
attempts briefly to answer some of the 
more general inquiries that arise. 

tax law is extra- 
territorial in application. A U. S. citi- 
zen is taxed on his income 
Relief is granted, 
in the form both of a 


To begin with, VU. S. 


from what- 


ever source derived. 


however, foreign 
tax credit and a complete exemption of 
earned foreign-source income. 


Credits and exemptions 


901(b) 
citizen is 


Section 
U. S. foreign 
country on income which is also taxable 
in the U. S., a credit 
against the U. S. 
taxes paid. 


provides that, if a 
taxed by a 


will be allowed 
tax for the foreign 


As an alternative to the foreign tax 
credit, complete exemption of earned 
income from U. S. taxes may be had 
under certain conditions. Two methods 
are provided for obtaining these benefits 
under Section 911 of the 1954 Code. One 
is by establishment of bona fide 
dence abroad. The other is by physical 
abroad for out of 


resi- 
presence seventeen 
eighteen months. 

Sec. 911(a)(1) provides exemption to 
U. S. citizens who are bona fide resi- 


dents of a foreign country for an un- 
interrupted period which includes an 
entire taxable year. Such residence is 
a matter of intent and is based upon 
all the facts and circumstances present. 
If a U.S. citizen goes to another country 
intending to reside there and has set 
no specific time for his return, and if 
there the usual 
as a home and family, 
there will be little question that he has 
established a residence in such place. 
After this “bona fide residence” 
is established, 


are present indicia of 


residence, such 


status 
citizen can return for 
temporary visits to the U. S. without 
endangering the exemption of his for- 
eign earned income. Of course, too much 
time spent in the U. S. might be evi- 
citizen was not a bona 
fide resident of the foreign country or 
that, once having attained that status, 
he has relinquished it. 

An important case in this connection 
is White vs. Hofferbert [1950 88 F. Supp. 
457], in which it was held that, 
fide residence abroad is estab- 
lished, occasional business trips to the 
United States have no effect on 
dence. In this case, the petitioner was 
assigned in December of 1942 to Sweden, 
where he resided until February of 1944, 
at which time he was transferred to 
Spain. While in Sweden, he was unable 
to have his wife and daughter with 
him because of the war, but they were 


dence that the 


once 
bona 


resi- 


able to join him in 1945 in Spain. 
During his residence abroad, he re- 
turned for business conferences on sever- 
al occasions. On March 15, 1944 the 


petitioner returned to the United States 


and remained until July 22 of that 
year (slightly over four months). Again 


in November of 1944 he returned to the 
United States and did not return to 
Spain until June of 1945. In January, 
1946, he left his wife and daughter in 
Spain and returned to the United States 
for less than a month. He took a ya- 
United States in July, 
1946, until September, 1946. In January, 
1947, he was transferred to the New 
York office and later took up residence 
in Baltimore, where his family home 
He never paid Swedish 
or Spanish income taxes, but filed U.S. 
income 1944 and 1945 
and included the proportion of income 
he earned while in the United States 
as United States income and paid the 
appropriate U. S. taxes. 

The held that, although the 
petitioner was domiciled in Baltimore, 
he was a bona fide resident of Sweden 
and Spain during the three years. The 
court said: 

“While his period of actual physical 
in the United States both in 1944 
and 1945 was quite considerable (not 


cation to the 


was located. 


tax returns in 


court 


stay 


quite six months for either year), it is 
clear that the absences from the foreign 
countries were for urgent business rea- 
sons in no way due to the volition of 
the taxpayer. His original engagement 
as a foreign service officer of the I.T.&T. 
in November, 1942, 
period, and it is entirely reasonable to 


was for an indefinite 


assume that his intention was to remain 
in the foreign service of that company 
as a career or at least for many years.” 

Thus, repeated and even extensive 
trips to the United States will not con- 
stitute an abandonment of foreign resi- 
dence, so long as there is no intention 
on the part of the United States citizen 
to reside in the United States for any 
great length of time. In Seeley [186 F. 
2d. 541], the residence 
broken when the employee was brought 
back to the U. S. 
U. S. jobs and then returned to a differ- 


abroad was 
and worked on two 


ent foreign country. 


The jirst year 


Some question has arisen as to whether 
the employee may return to the U. S. 
on business or pleasure during the first 
year of his residence abroad. The an- 
swer to this question is yes. 
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4 TC 
point. In 


52 (1955)] case is squarely in 
that 
intention to 


case, the petitioner 
“reside” in 
Buenos Aires, Argentina, in October of 
1947 and returned to the United States 


in November of 1947 to arrange for the 


formed the 


transfer of his belongings and to pick 
up his family. He returned to Buenos 
\ires in February of 1948. The court 
held that he established bona fide resi- 
dence in Argentina in October, 1947, 
despite the fact that he returned to the 
United States. 

The court said: 

“We are convinced from the evidence 
that in October, 1947, he then formed 
an intention to be an Argentine resi- 
dent. The intention plus his physical 
presence where he had a job for an 
extended stay is sufficient to meet the 
“bona fide resident’ requirements of 
section 1i6(a) of the Code, and the cor- 
responding regulations. [Leonard Lar- 

n, 23 TC 599.) We cannot find that 
the short trip to the United States in the 
latter part of 1947 interrupted his Ar- 
gentine residence so as to preclude him 


from the benefits of Section 116(a) for 


the year 1948.” 

Similarly, it was held in David E. 
Rose [16 TC 232 (1951)], that visits 
to the U. S. would not deprive the 


petitioner of his foreign residence. In 
that case, Mr. Rose had a contract of 
employment as managing director of 
Pictures’ subsidiaries in the 
This 


upon the fact 


Paramount 


United 


contract was 
that Mr. 


reside in 


Kingdom. 
conditioned 

Rose was to move to and 
England. He relinquished his California 


artment and rented an apartment un- 
der a five-year lease in London. On 
\ugust 11, 1938, he left for England 
intending to make his residence there 
indefinitely. He until 1946. 
His wife and child returned in 1939 up- 


remained 


on the outbreak of war. He returned 


twice a year to visit his family, report 
to his employers and receive instruc- 
tions. In August of 1945 his wife and 
child returned to England and the child 
went to school. 

The court Rose 
England 
quoted the language of the Senate Fi- 
nance Committee that: 


held that 
resident of 


was a 


bona fide and 


“Vacation or business trips to the 
United States during the taxable year 
will not necessarily deprive a taxpayer, 


[Marcellus R. Meek, LLB., LLM., is a 
partner in the Chicago law firm of Baker, 
McKenzie & Hightower.] 


otherwise qualified, of the exemption 
provided by this section,” [Sen. Rept. 
No. 1630, 77th Cong. 2nd Sess. (1942) 
and later embodied in Reg. 111, 
29.116-1.] 


Filing U. S. tax returns 

If a United States citizen begins the 
foreign residence during the course of 
the ‘taxable year, he will qualify for the 
exemption under Sec. 911(a)(1) for that 
year if he subsequently remains a for- 
eign resident for the next tax year. 
[Rev. Rul. 55-171, CB 1955-1, pp. 80, 
90.] The taxpayer will not have qualified 
for the exemption when the time comes 
to file his return covering the year 
during which he changed his residence, 
since he will not have been a resident 
for the uninterrupted period of one 
tax year. 

To meet this situation, the Regula- 
tions, Sec. 1.911-1(b)(3), permit the dis- 
trict director to grant an extension not 
exceeding six months. In order to secure 
letter 
dressed to the district director disclosing 


an extension, a should be ad- 
the facts which will eventually qualify 
the taxpayer for the exemption and the 
date on which he will be in a position 
to claim the exemption. This letter 
should be sent before the date on which 
the return is due. 

As an alternative to obtaining an 
extension, the United States citizen can 
pay the U. S. tax on the foreign earned 
income of the first year and then file 
a claim for a refund at the end of the 


next full year of residence abroad. 


The 510-day physical presence test 
Under Section 911(a)(2), if a U. S. 
citizen is outside of the 
United States for 510 full days during 
eighteen 


physically 


consecutive months, earned 
foreign-source income is exempt to the 
extent of $20,000 per year. If only a 
portion of a taxable year is included in 
the eighteen-month period, the maxi- 
mum amount excludible is limited to 
an amount which bears the same ratio 
to $20,000 as the number of days the 
taxpayer is outside of the United States 
bears to 365. 

A full day has been construed to 
mean a twenty-four hour period from 
midnight to midnight. Time spent in 
traveling from the United States to for- 
eign countries and from foreign coun- 
tries to the United States is not com- 
puted as part of the required 510 days, 
since the taxpayer is not physically 
present in a foreign country while in 
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transit. Furthermore, if more than 24 
hours are spent in traveling over inter- 
national waterways between foreign 
countries, the time is not counted. [Rev. 
Rul. 55-171, IRB 1955-13.9.] 

A U. S. citizen who has earned for- 
eign-source income exempt from U. S. 
taxes under Section 911 may conceivably 
have U. S. income-tax liability on other 
types of income. And in this regard, 
Section 911 expressly states that no de- 
ductions other than Section 151 personal 
exemptions ($600 for the taxpayer, $600 
for a spouse, and $600 for each de- 
pendent) can be deducted from income 
not exempt that section 
it is properly allocable to it. 


under unless 

Neither the place of payment nor 
the domicile of the payer will affect 
the grant of exemption, The question 
is determined by 
salary 


whether or not the 
services 
United 


States. It is immaterial that payment is 


is paid in respect of 


performed abroad or in the 
made by a domestic corporation or that 
payment is made in the U. S. by deposit 
to a bank account here. 

No U. S. taxes need be withheld if 
it is reasonable to believe that the in- 
come will eventually qualify for a Sec- 
tion 911 exemption, or if a tax is being 
withheld on behalf of a foreign country. 
The exemptions granted by Section 911 
apply, however, whether or not any for- 
eign taxes have been paid. [White v. 
Hofferbert, David E. Rose, supra.]| 

Pension payments may or may not 
be exempted from United States tax de- 
pending upon the source from which 
they are paid. If future pension pay- 
ments are made from the current oper- 
ating funds of the company, that por- 
tion of the payments allocable to serv- 
ices performed while a nonresident will 


be tax free. [Rev Rul. 55-294, CB 





BETTERMENT PROGRAM 
Ir 1s My feeling that, during the 
waiting period for substantial relief 
in the total tax take, we should in 
some way reduce the high punitive 
surtax rates, I believe we 
can prove that that is not a revenue 


because 


matter in a broad sense. Moreover, 
we should improve the tax struc- 
ture in other ways where it can be 
demonstrated that 
importantly involved. . 


is not 
Geo. §. 
Koch, Manager, Tax Department, 
Standard Oil (N. J.), at the 13th 
National Tax Conference of the 
Tax Foundation. 


revenue 
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1955-1, p. 398.] If the are 


made from a funded pension plan quali- 


payments 


fying under Section 401, the same may 
not be true. 


Conclusion 


As we have stated, the foregoing is 
intended to serve as a general guide, 


rather than an exhaustive study of the 


June 1958 


subject matter. Special problems will 
arise for United States citizens living 
abroad, the answers to which will not 
appear in these pages. It is hoped, how- 
ever, that the statement of general prin- 
ciples above and the presentation of 
factual circumstances will aid to form a 
further 
study can be predicated. 


basis upon which individual 


Bar group recommends limitations 


on foreign tax credits; defines WHTC 


LEGISLATIVE RECOMMENDATIONS of 


; pe 
the American 


Bar Association’s Sec- 


tion on Taxation are always an_ in- 
formative national cross-section of the 
thinking of tax advisers. The 1957 
recommendations included several that 


relate to foreign taxation. 

The Association recommends that the 
Code be amended so that the statute of 
limitations would be extended to give a 
right to change the election between a 
deduction or a credit for foreign taxes 
with respect to any year which remains 
open for the purpose of computing a 
carryback of net operating losses. 

The suggestion is that Section 6511 
(d)(2)(A) 


respect to net operating loss carrybacks) 


(relating to limitations with 
is amended to read as follows (add new 
matter in italics): 

“1. Period of limitation.—If the claim 
for credit or refund relates to an over- 
payment attributable to a net operating 
loss carryback, including an overpay- 
ment resulting from an election to de- 
duct foreign taxes paid rather than to 
take credit therefor in the computation 
of an overpayment attributable to a net 
operating loss carryback, in lieu of the 
three-year period of limitation pre- 
scribed in subsection (a), the period shall 
be that period which ends with the ex- 
piration of the 15th day of the 39th 
month following the end of the taxable 
year of the net operating loss which 
results in such carryback, or the period 
prescribed in subsection (c) in respect 
of such taxable year, whichever expires 
miter... 

The Taxation Section explained that, 
under the Code, the right to change an 
election to take credit or deduct, foreign 
taxes in connection with a year in which 
a carryback of net operating loss de- 
duction is being computed is not clear. 

The Association recommends the re- 


peal of Section 6046 which contains the 


requirement that persons assisting in the 
formation or reorganization of foreign 
corporations must file an information 
return. 

Section 6046 requires a report to be 
made with respect to the formation or 
reorganization of foreign corporations. 
the stated, it 
tains an exemption in respect to con- 
In- 
vestigations indicate that the reports re- 


However, Section con- 


fidential disclosures to attorneys. 
quired under this section have been 
little used by the IRS. Initially, it was 
believed that the reports furnished sta- 
tistical data, but they are not being so 
used. Moreover, if they were, statisti- 
cal data would, of necessity, be inaccu- 


rate because of the exemption for con- 


fidential disclosures. Finally, there 
seems little justification for these re- 
ports which do not bear upon tax 


liability of the person submitting the re- 
port, or upon the tax liability of the 
person receiving payment from the sub- 
mitter. 


Definition of WHTC 

The American Bar Association recom- 
mends that the Code be amended to pro- 
that, 
corporation 


vide in determining whether a 
Western 


Hemisphere trade corporation, purchas- 


qualifies as a 


ing activities outside of the Western 
Hemisphere should not be taken into 
account. This problem was discussed in 
an earlier issue (8 JTAX 172). This 
would be accomplished by eliminating 
the word “incidental” in the definition 
of Western Hemisphere trade corpora- 
tion in Section 921 as follows (eliminate 
the matter in square brackets): 

“For purposes of this subtitle, the 
term ‘Western Hemisphere trade corpo- 
ration’ means a domestic corporation all 
of whose business (other than _[inci- 
dental] purchases) is.done in any coun- 
try or countries in North, Central, or 





South America, or in the West Indies, 
and which satisfies the following condi- 
CIOS: 3." 

The Section explains that the Western 
Hemisphere trade corporation concept 
was enacted to encourage United States 
capital to invest in the Western Hemis- 
phere outside of the United States and 
to put United States capital in that area 
on a compétitive equality with foreign 
capital. Allowing purchases to be made 
outside of the Western Hemisphere by 
a Western Hemisphere trade corpora- 
tion would seem necessary to effectuate 
these policies. 
the 
circumvented through the use of a non- 


Further, present statute can be 
Western Hemisphere trade corporation 
to make purchases outside the Western 
Hemisphere followed by a resale on 
the Western 
sphere trade corporation; it should be 


proper terms to Heni- 


unnecessary to adopt such a procedure. 


New decisions 





Intention alone not sufficient to estab. 
lish domicile for estate tax purpose. The 
decedent, a had 
visited the United States as a tourist sey- 


non-resident alien, 
eral times during the last years of his 
life. Shortly prior to his death he se- 
cured an immigration visa in order to 
establish permanent residence. He re- 
turned to Europe shortly thereafter, 
died. The 
rules that, although the decedent may 


however, where he Service 
have formed the intent of establishing 
the United States, 
course of conduct was not sufficient to 


a domicile in his 
effect a change of domicile to the United 
States for estate tax purposes. Rev. Rul. 
58-70. 


Alien in U. §S. military training not 
resident. An alien serving in the U. S$. 
army, who is present in the U. S. for 
a six months’ period for military train- 
ing, is taxed as a non-resident alien. 
While such an individual may be classi- 
fied as a resident immigrant for citizen- 
ship purposes, for tax purposes he re- 
mains a non-resident alien engaged in 
trade or business in the U. S. Only his 
army pay while in this country is. tax- 
able income.. [Resident aliens are in 
general taxed like citizens, i.e., on all 
income; non-resident aliens are in gen- 
eral taxed only on income from U. S. 
sources, including earnings here.—Ed.] 
Rev. Rul. 58-144. 
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NEW DEVELOPMENTS IN 


raud & negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





The IRS year: delinquency collections up, 


fraud investigations down 


_ IRS Is acTING more quickly 
against delinquent taxpayers, assign- 
ing them to field collection offices after 
only one notice. As a result, it reduced 
its backlog of delinquent accounts as of 
June 30, 1957, despite an increase of 
new ones during that year. This is the 
second year the inventory decreased. 

“Although the reductions were small,” 
the Commissioner said in his annual re- 
port, “they were of major significance 
in contrast to decades of steadily rising 
backlogs of overdue taxes. 

“The reductions were the result of a 
top priority program calling for concen- 
trated and vigorous action in the de- 
linquent accounts area. At the end of 
June 1957, the inventory of delinquent 
accounts comprised 1,488,000 cases, or a 
drop of 1.1% from the 1,505,000 cases 
on hand on June 30, 1956. Dollarwise, 
inventory dropped by 1.7% from $1,588,- 
008,000 to $1,560,530,000. 

“The decrease in inventory during 
1957 was achieved despite the fact that 
there was a marked increase in issuances 
of delinquent account notices during the 
year as compared with the preceding 
fiscal year. During 1957 a total of 2,- 
744,000 delinquent account assemblies 
was issued. An ‘assembly’ is a set of form 
notices used in following up and record- 
ing a delinquent account. There were 
437,000, or 19%, more assemblies issued 
than during 1956. The amount of tax in 
these cases aggregated $1,299,176,000, an 
increase of $217,063,000, or 20%, over 
the amount during 1956. The increase 
continued to reflect an accelerated pro- 
yram aimed at earlier contact with the 
lelinquent taxpayer. In prior years, the 
Revenue Service’s policy called for the 
issuance of a first notice, followed by a 
second notice, and subsequent assign- 
ment of the case to the field collection 
force if payment was not forthcoming 
as a result of the notices. During 1956 
the second notice was discontinued. First 


notices were promptly issued on ac- 
counts which showed tax payments to 
be due. If such payments were not made 
within the prescribed period, the delin- 
quent accounts were assigned for special 
collection action. 


Better use of personnel 


“An important factor in the 1957 
achievements was the program instituted 
throughout the Revenue Service calling 
for a strengthened office collection force 
to handle the newer and _ relatively 
simpler accounts, thus permitting the 
collection officers to concentrate on the 
more difficult and the older cases. A 
total of 2,762,000 delinquent accounts 
involving $1,321,108,000 was closed dur- 
ing the year, as compared with 2,360,000 
aggregating $1,152,531,000 
which were closed in 1956. 

“During 1957, 85% of all accounts 
closed were by collections. This method 


accounts 
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accounted for 82% of closings in 1956. 
Dollarwise, 


Tax fraud and negligence « 


collections continued to 
represent over 71% of all closings. 


Delinquent returns 


“An number of de- 
linquent returns obtained and in the 
amount of tax from such returns was 
achieved in 1957 in spite of the fact” 
the Commissioner said, “that it was still 
necessary to give first priority on the 
time of collection officers to the collec- 
tion of delinquent accounts, as described 
in the preceding section. 


increase in the 


“However, as district ofices improved 
the condition of their delinquent ac- 
count inventories, it was possible for 
them to devote somewhat more effort 
to the constant lookout for occasional 
persons or firms who have failed to file 
required returns. 

“The these de- 
linquent returns were quarterly payroll 
and excise tax returns. Only a small per- 
centage were 


vast majority of 


annual income tax re- 


turns.” 


Fraud investigations 


“The number of full-scale investiga- 
tions was about the same as the year 
before; the additional taxes and penal- 
ties involved in these cases were 23%, 
above the previous year. The number 
of prosecutions recommended in tax 
cases (other than tax on wagering and 
coin-operated gaming devices) rose from 
1,368 in the fiscal year 1956 to 1,399 in 
the current year, an all-time high. 





Type 
Grand total 


Fraud 

Wagering 
Coin-operated gaming devices 
Miscellaneous 


Prosecution recommended: 
Fraud 
Wagering 


Miscellaneous 

Prosecution not recommended: 
Fraud 
Wagering 


Miscellaneous 
Investigations discontinued: 

a. eee 

Wagering 





Tax fraud and other investigations completed by 
Intelligence Division 


Suspected fraud and miscellaneous type cases investigated: 
Unnumbered (preliminary) investigations, total 


Numbered (full-scale) investigations, total 


Coin-operated gaming devices 


Coin-operated gaming devices 


Coin-operated gaming devices 
Other investigations, total ..... APE sia 


Fiscal year— 
1957 1956 
cent tl; 30,438 34,886 
17,759 24,121 
14,888 19,874 
2,082 2,474 
620 1,631 
169 142 
4,538 4,650 
1,399 1,368 
603 734 
241 235 
28 42 
1,290 1,346 
73 99 
141 55 
24 10 
ee Pyeomy 701 689 
as beg Toa 30 65 
ee Hips fA 8 7 
$8 ex 8,141 6,115 
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Receipt and disposal of cases in Chief Counsel’s Office 
Fiscal year— 
Status 1957 1956 
Pending July | 3,140 3,377 
Received during year, total 2,174 2,318 
With recommendation for prosecution 2,106 2,215 
With requests for opinion 68 
Disposed of during year, total 2,174 
Prosecution not warranted 230 2 
Department of Justice declined to prosecute* 257 336 
Prosecutions 1,412 1,769 
Opinions delivered 72 114 
All other closings 203 128 
Pending June 30 3,140 3,140 
Includes cases awaiting action in Department of Justice. 
2 Includes 137 wagering tax cases during 1957 and 191 during 1956. 











‘The number of all types of investiga- 
tions completed by the special agents 
34,886 to 30,438 


decreases in 


decreased from due 


principally to the un- 


numbered (preliminary) investigations 


and numbered (full-scale extensive) in- 
vestigations of wagering tax violations. 
“Unnumbered (preliminary) investi- 
gations represent inquiries to determine 
whether prospective cases warrant full- 
scale numbered investigations. The de- 
crease in this case category is not sig- 
nificant because the number is subject 
to wide fluctuations dictated by whether 
agents can be spared from work on num- 
bered cases, and also by the varying 


seriousness of the 


allegations to be 
evaluated. A more effective screening of 
such allegations was emphasized during 
the year, which permitted earlier dispo- 
sition of matters having questionable 
prosecution potential, thereby eliminat- 
ing the need for unnumbered investiga- 
tions in many instances. In emphasizing 
better initial selectivity of cases, recog- 
nition has been given to the continu- 
ing necessity for individual inquiries and 
surveys to broaden the enforcement area. 

“Greater uniformity in the applica- 


tion of 


investigative techniques and in 
the processing of Intelligence cases has 
been stressed in meetings of Intelligence 


group supervisors with National Office 
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technicians which were initiated during 


the year. This emphasis will be con- 


tinued in the future.” 
Criminal prosecutions 


“The 


tax cases prosecuted increased sharply 


number of income and excise 


last year, in line with the trend of re- 
cent years,” the Commissioner reported. 
“A total of 1,825 


was forwarded to the Department of 


cases of all kinds 


Justice with recommendations for crim- 
inal proceedings against 1,919 prospec- 


tive defendants. This represents a_re- 


duction of about 7% from the number 
of cases referred during the preceding 


year, and such decrease was confined 
primarily to the number of wagering tax 
cases. 

“Indictments in income, estate, gift, 
miscellaneous excise 


and tax cases, ex- 


clusive of wagering, alcohol, tobacco, 
and firearms tax cases, rose from 831 to 
1,104, an increase of 33%. 

“In income, excise, and wagering tax 
cases reaching the courtroom, 1,118 de- 
fendants pleaded guilty or nolo con- 
tendere, 138 were convicted after trial, 


64 were acquitted, and 289 were dis- 


missed. In alcohol, tobacco, and _fire- 
arms tax cases, 4,873 pleaded guilty, 880 
were convicted after trial, 365 were 


acquitted, and 643 were dismissed.” 


decisions 





Gambler’s returns fraudulent. A net 
worth investigation of taxpayer by the 
revenue agents disclosed four principal 
sources of unreported income—gambling, 
bookmaking, manipulation of _pari- 
mutuel funds, and various legitimate 
enterprises. Taxpayer kept no books and 
records, had two safety deposit boxes in 
fictitious names, and had been convicted 
for two of the 


years in issue. Absent any evidence on 


for wilfull tax evasion 


taxpayer’s part, the deficiencies as de- 
termined are approved for lack of prose- 
cution and failure of proof. Fraud penal- 
ties are upheld. Lewis, TCM 1958-23. 


Doctor’s returns fraudulent. Decedent, a 
doctor, failed to report substantial pro- 
fessional earnings for the years 1944- 
1950, as evidenced by net worth compu- 
tations, and also failed to reveal to the 
examining agents that he had accumu- 


lated cash in 37 different savings banks 
totaling over $120,000. The court up. 
holds the deficiencies and finds the re. 


turns false and fraudulent with intent 
to evade tax, so that the statute of limita. 
tions was no bar to the assessments. Est, 
of Schneider, 29 TC No. 100. 


Commissioner can examine records after 
issuance of deficiency. After the Com. 
missioner issued a deficiency notice for 
1952, he 


checks and invoices relating to equip. 


requested certain vouchers, 
ment for 1950 and 1951. Taxpayer's at- 
this 
failed. The Commissioner was not e€xam- 


tempt to prevent examination 
ining prior years twice; he was seek. 
ing evidence on which 1952 deprecia- 
tion was based. Now the taxpayer argues 
that the Commissioner can’t examine "52 
after the '52 deficiency notice is issued. 
The district court saw no merit in this 
The 
quest the Tax Court to increase the de- 


argument. Commissioner may re- 
ficiency; he is therefore permitted to 
look for additional evidence. This court 
affirms. Norda Essential Oil & Chemical 


Co., CA-2, 1/31/58. 


Fraud not proved by lack of evidence 
| Acquiescence]. Both sides presented evi- 
dence as to the other years in issue, but 
neither side presented any evidence as 
to 1949. The ° 


for the Commissioner as to the assessed 


I'ax Court therefore found 


deficiencies, but for the taxpayer as to 
the fraud penalties. Funk, 29 TC No. 
32, acq. IRB 1957-11. 


Taking personal expenses as business is 
proof of fraud. The officers of taxpayer 
corporation had their personal expenses 
(including the family servants’ payroll) 
charged to the corporation under var- 
ious misleading headings. However, the 
statute of limitations would prevent 
assessment of the corporation unless this 
conduct is deemed fraudulent. The court 
finds it was fraudulent and holds that 
the statute of limitations is not a bar to 
the While the 


the officers might not be 


assessment. conduct of 
criminal, it 
amounts to civil fraud. The fact of con- 
cealment of the expenses under mis- 
evidence of 
fraudulent intent. Frank Fehr Brewing 


Co., DC Ky., 3/5/58. 


leading accounts is strong 





Commissioner not estopped from con 
ducting a re-examination; fraud penal: 
ties upheld. The Commissioner con- 
puted taxpayer’s income for 1943-1947 
by the net worth method. Taxpayer did 
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not contest the deficiencies, but con- 
tended that it was invalid because the 
Commissioner had already examined the 
years in question and failed to comply 
with the Code provisions relating to the 
giving of written notice prior to a re- 
The 

contention, 


overrules tax- 
that his 
failure to make a timely objection to the 


examination. court 


payer's 


holding 


re-examination constitutes a waiver of 
the protection afforded by the statute. 
fhe net worth computations show that 
taxpayer consistently reported less than 
4 of his taxable income. This, coupled 
with the fact that the available books 
and records had been altered, and that 
taxpayer had been convicted on a charge 
of income tax evasion, is sufficient evi- 
dence to support the fraud penalties, 


Cefalu, TCM 1958-37. 


Lawyer's income reconstructed by net 
The 
on the basis of a net worth computation 


worth. Commissioner determined 
that taxpayer, a lawyer, failed to report 
1944- 
1950. Taxpayer had destroyed his records 


over $100,000 during the years 
for 1944-48 and had inadequate records 
for 1949 and 1950. The court 
the Commissioner’s net worth computa- 
light of the 
under-reporting of 


sustains 
tion. In the substantial 
income, the court 
also finds that the deficiencies were due 


to fraud. Shahadi, 29 TC No. 122. 


Reconstructing income by bank deposit 
method improper; deposits came from 
prior savings [Acquiescence]. ‘Taxpayer's 
only source of income during the tax- 
able years was from a watch business for 
which he kept adequate books and 
records reflecting all transactions. The 
reconstruction of 


Commissioner's tax- 


payer's income by use of bank de- 
posits is held to be improper particu- 
larly since taxpayer offered proof that 
the “unexplained” deposits were made 
from funds brought with him when he 
emigrated to the U. S. in 1933. The 
fraud penalties are rejected. Damski, 29 


IC acq. IRB 1958-13. 


Dealer’s returns did not agree with re- 
ports to GM; guilty verdict upheld. On 
appeal from his conviction for willful 
evasion, taxpayer argued that it was not 
enough to show that he returns did not 
agree with his books; the books must be 
The court holds 
the jury justified in accepting the books; 


shown to be correct. 
they were kept under the system pre- 
scribed by Pontiac for its dealers and 
were obviously designed to reflect true 


income. Furthermore, taxpayer  sub- 
mitted detailed signed statements to 
GMAC in connection with his financing 
of cars sold. The differences between the 
books and the returns, immediately ob- 
vious to the examining agent, were ap- 
parently explained as due to write- 
downs of the inventory of used cars, gen- 
erally overstated in the sale so as to 
meet wartime credit controls. The court 
saw no justification for this in view of 
the reduction to market already made 
on the books. Moore, CA-5, 3/18/58. 


Fraud penalties against farmer  sus- 
tained in part and reversed in part. The 
Tax Court upheld fraud penalties 
against taxpayer, a farmer, for the years 
1947 through 1950, based on net worth 
computations. This court modifies the 
net worth computation to deduct out- 
standing checks from the bank balance 
at the end of each year. It also reverses 
1947 part of the un- 
reported deposits of that year may have 


as to because 
farmers; 
that 
was insufficient to sustain the Commis- 
sioner’s burden. Clark, CA-3, 3/13/58. 


been the share of his tenant 


the evidence of fraud as to year 


Omission of over-ceiling prices from in- 
come fraudulent. The evidence disclosed 
that taxpayers received cash premiums 
during 1946 for sugar sold during OPA. 
The court holds their failure to report 
these illegal receipts was done with an 
intent to evade taxes and imposed fraud 
penalties. Sandler, TCM 1958-47. 


IRS must show reasonable basis before 
it can examine closed years. The Gov- 
ernment sought to examine taxpayer's 
1943 to 1947 tax returns at a time when 
all years were closed unless the returns 
were fraudulent. There was no showing 
court that the Govern- 
ment had probable cause to believe tax- 
payer’s returns were fraudulent. It is 
that IRS 
believed the returns fraudulent. 


in the district 


not enough 
agent 
The court refuses to allow examination. 


the examining 


The Government must show a reason- 
able basis for its suspicion. The court 
admits that 
do not require a showing of probable 


cause. O’Connor, CA-1, 3/20/58. 


most of the decided cases 


Criminal conviction for failure to obey 
IRS summons. Taxpayer, a furrier, ad- 
mitted to IRS agents he was evading 
excise taxes, but told them, “Run along, 
boys. Have your fun.” The IRS replied 
with a summons to produce taxpayer's 
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books and_ records. Taxpayer claimed 
that they had been destroyed in a 
fire. Subsequently, in response to a 
grand jury subpoena, he produced the 
books and records. Taxpayer is now 
being criminally prosecuted for failure 
to obey the IRS summons. The court 
finds him guilty. Taxpayer’s defense 
that he thought the books had been 
destroyed by fire is insufficient as exam- 
ination of the evidence shows that tax- 
payer made no real attempt to ascertain 
whether there were any books or records. 
Becker, DCN. Y., 3/25/58. 


NEW DECISIONS INVOLVING 
EXEMPT INSTITUTIONS 


Kress allowed unlimited charitable de- 
duction. The Code allows an unlimited 
charitable deduction to an individual 
who has given 90% of his income to 
charity in the ten preceding years. Tax- 
payer’s contributions to charity met this 
requirement if his long-term capital 
gains are income only to the extent that 
is recognized (50%). The court holds for 
the taxpayer. It is settled that. the in- 
come limitation for the purpose of a 
trust’s income is computed by reference 
to the taxable percentage of capital 
gains. There is no reason that the same 
rule should not apply here. As to the 
1938 taxable year, taxpayer's charitable 
contributions for that year would qualify 
unless the 1939 law change retroactively 


increased taxpayer's income for 1938 
and his contributions were less than 
90%, of the final income. The court 


holds the retroactive change should not 
be interpreted as destroying taxpayer's 
qualification as a 90% donor. Kress, Ct. 
Cls., 3/5/58. 

Labor union paying death and sick 
benefit plan may lose exemption. The 
Service takes the position that the opera- 
tion by a labor union of an established 
system for the sickness, 
death, accident and other benefits, which 
members are 


payment of 
entitled to receive as a 
matter of right in consideration of the 
assessments, cause a 
withdrawal of its exempt status since 


payment of may 
the operation has no relation to the 


customary purposes of a labor union 


within the contemplation of Section 
501(c)(5) granting such exemption. It 
recommends that a formal trust arrange- 
ment or other form of organization 
through which the benefits are to be 
paid be set up as a separate entity, apart 
from the union. Rev. Rul. 58-143. 
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New edition of Miller’s Oil 


and Gas Income Taxation out 


recent revision of his au- 
Kenneth G. Miller 
has produced a book which should prove 


IN THE MOST 


thoritative work,* 
indispensable to the oil and gas tax 
practitioner. While there is no doubt 
that the book will appeal to the tech- 
nician because of its thorough docu- 
mentation of the law, regulations and 
court decisions, it also should be ac- 
cepted with enthusiasm by the layman 
who is faced with day-to-day business 
decisions in the oil and gas field that 
must include tax considerations. 

The prior editions were occasionally 
subject to some criticism on the ground 
that they tended to rely too heavily on 
direct quotations from the Regulations, 
decisions, etc. In the current edition Mr. 
Miller, recognizing that his readers are 
seeking an independent appraisal with 
respect to the various issues and prin- 
ciples involved, has introduced a new 
and welcome feature. Through use of 
author’s notes he expresses his own 
opinions, acquaints the reader with ac- 
cepted practices and discusses subjects 
which are void of cases or published rul- 
ings. 

For example, the production of gas 
has given rise to many problems which 
have not been the subject of published 
rulings or decided cases. In the chapter 
which explores the depletion deduction, 
Mr. Miller gives his own views on prob- 
lems associated with borrowed gas, stored 


gas and repressure gas. In discussing a 
drilling “deal” wherein the sublessor of 





affected by carryback from later loss 
year. The Code limits the addition to 
bad debt reserve of certain mutual sav- 
ings banks, building and loan associa- 
tions, etc., to their net income for the 


* Oil and Gas Federal Income Taxation, by Ken- 
neth G. Miller, Commerce Clearing House, Chi- 
cago, Ill., 3rd Ed. 1957, $10.50. 


al bidn sd < See BANS 


the entire working interest retains an 
overriding royalty with an option for 
future exchange of the retained royalty 
for part of the working interest, the 
author points out that the Service may 
view such an exchange as a_ taxable 
event. 

In logical order such areas as the 
property for depletion purposes, gross 
income from the property, taxable in- 
come from the property and restoration 
of depletion are fully explored. Part- 
nerships, associations and unitizations 
also are covered. The author, who is also 
editor of the Oil & Gas Tax Quarterly, 
has drawn on his wide experience to 
present his readers with a comprehensive 
treatise on oil and gas taxation. 

It is recognized, of course, that the 
subject is a dynamic one and that long- 
accepted principles may be upset by law 
or judiciary action. The current edition 
incorporates all recent developments 
through the date of publication (May, 
1957). Although handicapped by the 
lack of final 1954 Code Regulations on 
the natural resource sections, the author 
felt that the revised edition should not 
be delayed any longer in view of sig- 
nificant developments which had taken 
place since the release of the second 
edition. To compensate for this unavoid- 
able gap in the current edition, a free 
supplement will be available to pur- 
chasers which will contain the text of 
the final Regulations when they 


are 
issued. > 





year before this deduction. The 
here asked to rule upon the proper treat- 
ment of the 1955 deduction by a bank 
which in 1955 had a small profit, elim- 
inated when it claimed the same amount 
as an addition to its reserve. In 1956 it 
had a substantial loss which is a carry- 
back to 1955. Should the addition to the 
reserve in 1955 be reversed because the 


1955 income is wiped out by the carry- 
back even without the deduction for the 
increase in the reserve? The IRS rules 
that the 1955 addition must stand as a 
deduction in 1955 unaffected by the 1956 
loss; if the addition was reasonable and 
proper, then in 1955 it cannot be 
changed because of events happening 
later. Rev. Rul. 58-10. 


Economic interest in coal found; tax. 
payer may claim percentage depletion, 
Taxpayers acted as one of several con- 
tractors who did the actual mining for a 
coal land holder. Taxpayers mined coal 
and delivered it at a prearranged price 
for further processing. Taxpayers in- 
vested in movable machinery and the 
costs of opening and operating the mine. 
They had no right to mine a fixed quan- 
tity of coal or coal in a fixed location 
and the contract was terminable by 
either party at will. The district court 
held that taxpayers did not acquire an 
economic interest in the mineral, hence 
they are not entitled to a percentage 
depletion allowance. This court reverses. 
Although the agreement was _ termin- 
able at will, the conduct of the parties 
and the substantial investment of the 
taxpayers indicates the arrangement was 
permanent, and the taxpayer had an 
economic interest in the coal. Stilwell, 
CA-4, 12/27/57. 


Can’t depreciate breeding herd included 
in inventory. Taxpayers, who were sheep 
ranchers, had been computing their net 
income by including their breeding herd 
in inventory. They asserted the right to 
depreciate certain of the purchased 
breeding livestock for the first time when 
their return for the taxable year was 
being audited. The court denies any 
right to depreciation, pointing out that 
once having made the election to in- 
ventory purchased breeding livestock, 
they are bound to apply the chosen 
method (treating the livestock as non- 
capital assets subject to depreciation) 
until the Commissioner approves of such 
change. Elia, TCM 1957-238. 


Right to separate natural gas an eco- 
nomic interest; depletion allowed. Tax- 
payer’s contract with leaseholders in an 
oil field provided that it bought all the 
natural gas in place and to be pro- 


duced. It agreed to construct a plant and 
pipe lines, to separate out the heavier, 
saleable hydrocarbons (part of which 
would be turned over to the sellers as 
their share) and to return the lighter 
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hydrocarbons into the field to maintain 
pressure. The court concludes that be- 
cause it owned the gas in place and be- 
cause it made an investment in drilling, 
plants, lines, etc., of millions of dollars, 
it had an economic interest in the gas 
in place and was entitled to percentage 
depletion on 100% of its income from 
the sale of hydrocarbons. La Gloria Oil 
and Gas Co., DC Tex., 12/19/57. 


New breeding cattle rule applies only if 
held 12 months. For 1951 and _ later 
years, the Code includes in its definition 
of capital assets “livestock . . . held by 
the taxpayer for draft, breeding or dairy 
purposes and held by him for 12 months 
or more from the date of acquisition.” 
In 1951 taxpayer sold some breeding 
cattle he had held for more than six but 
less than 12 months. He argued that the 
amendment of the Code was intended 
to apply to immature animals not ac- 
tually used for breeding purposes for six 
months; they would be included as capi- 
tal assets under the new 12-month rule, 
but that his particular situation was gov- 
erned by case law [Albright, -173 F.2d 
339, and Bennett, 186 F.2d 407] which 
gave Capital asset treatment to mature 
animals actually used for breeding for 
six months. The Tax Court finds that 
neither the language of the Code nor its 
legislative history 


supports this argu- 


ment; it holds the Code provided a new 
rule for all breeding cattle and under it 
capital gain is not allowable unless they 
held for 12 


Murtry, 29 TC No. 114. 


have been months. Mc- 


Bank fails to meet requirements of 
special relief provision. In 1938 Con- 
gress passed a special relief provision de- 
signed to prevent the Government's col- 
lecting taxes at the expense of depositors 
whose claims had not been paid off dur- 
ing the depression. The statute pro- 
vided that, where the depositors were 
given a lien on earnings or a preference 
against assets, no tax would be collected 
which would deplete the funds available 
for the payment of their claims. In 1933 
taxpayer-bank gave its depositors de- 
ferred certificates for the amount of 
their deposits, payable out of future 
earnings and as the funds were released 
Public Ac- 
counts. Since these certificates carried 


by the Illinois Auditor of 


no lien, the requirements of the relief 
statute were not met. The district court 
also found that the payment of taxes in 
the year at issue would not deplete the 


fund for payment of the certificates. 


This court affirms. DeKalb Trust & Sav- 
ings Bank, CA-7, 3/3/58. 


Company “mining” oyster shells for 
others not entitled to depletion. A com- 
pany which “mined” oyster shells for 
others by suction dredging under a year- 
to-year contract does not have an eco- 
noynic interest in the shells so as to en- 
title it to the 5% depletion allowance. 
Matagorda Shell Co., 29 TC No. 111. 


Transportation of oyster shells from 
dredge to shore included in depletion 
base. A company “mined” oyster shells 
by suction them from the 
bottom of a bay. They were then washed, 
screened and sluiced through loading 
chutes onto barges, and transported to 
dock facilities along the shore over 50 
miles away, where they were stockpiled. 
The company’s sales to customers oc- 


dredging 


curred at the dock sites where the shells 
were loaded for shipment. In determin- 
ing the base for computing the 5% de- 
pletion allowance, the court holds the 
first commercially marketable mineral 
product was the stockpiled shells on the 
shore, and not, as the Commissioner con- 
tended, the shells on the dredge after 
they had been washed and _ screened. 
The fact that the company did not 
apply to the Commissioner for permis- 
sion to include in income subject to de- 
pletion that portion of its gross receipts 
attributable to transporting the shells a 
distance greater than 50 miles (allowed 
by the Code if the Secretary finds it 
necessary) did not prevent the allowance 
of transportation for the first 50 miles 
allowed by the Code without permission. 
Matagorda Shell Co., 29 TC No. 111. 


Timber “cut” means inventoried. Sec- 
tion 117(k) gives an election to treat the 
cutting of timber as a sale (capital gain) 
in the year of cutting. The IRS rules 
that timber “cut” as is used in this sec- 
tion means timber the quantity of which 
has been inventoried, not the amount 
of timber actually cut in any tax year. 
This is because the ordinary practice of 
the timber industry is not to make any 
count or inspection of the timber until 
some time after it has been cut and has 
been hauled to the log landing. Rev. 
Rul. 58-135. 


Ordinary income on “sale” of produc- 
tion payments. All of these cases involve 
the transfer by taxpayer for an imme- 
diate cash payment of a carved-out pro- 


duction payment in either oil or 
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sulphur deposits until a specific sum of 
money had been realized by the trans- 
feree. Taxpayers claimed the gain was 
capital. The Tax Court and the Fifth 
Circuit held for the taxpayer; this Court 
reverses. The transfers are merely an 
assignment of future income. That the 
transactions are in the form of a sale of 
a real property interest under state law 
does not control the Federal tax con- 
sequences. [An analysis of the effect of 
this Supreme Court decision will appear 
in our July issue.—Ed.] Fleming; Weed; 
Wrather; O’Connor; P. G. Lake, Inc., 
Sup. Ct., 4/14/58. 


Roofing shingles are first commercially 
marketable product of slate quarry. 
Taxpayer's slate quarry produces slate 
for roofing Because of the 
hardness of the seam and other factors, 
taxpayer's quarry is different from others 
in the U. S. and more involved mining 


shingles. 


and production processes are necessary. 
Considering these facts, the court con- 
cludes that these processes are the ordin- 
ary treatment processes for this quarry, 
and depletion is computed on the sell- 
ing price of the roofing shingles as the 
first commercially marketable product. 
Arvonia-Buckingham Slate Co., DC Va., 
3/26/58. 


First commercially marketable product 
of magnesite mine determined. Tax- 
payer was engaged in the mining of 
magnesite. The Commissioner contended 
10% percentage depletion should be 
computed on _ the crushed 
magnesite after concentrating processes. 


value of 


The court, however, upholds taxpayer's 
contention that the first commercially 
marketable product is grain magnesite 
produced after further firing and grind- 
ing. Depletion is computed on the sell- 
ing price of this product, f.o.b. plant. 
Northwest Magnesite Co., DC Wash., 
3/6/58. 


No depletion on cancellable contracts 
of strip miner. The district court found 
that taxpayer was not entitled to deple- 
tion on sales under contracts which gave 
the land-owner the right to terminate 
taxpayer’s contract upon 30 days’ notice, 
gave taxpayer the right to a fixed-price 
portion, and provided that title to the 
coal remained in the land. Under these 
contracts, taxpayer was in effect paid 
for services and has no depletable in- 
terest. holding finds sub- 
stantial support in the evidence, it is 
affirmed. Huss, CA-3, 3/27/58. 


Since this 
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Now only regional counsel 
need approve Tax Court 
Settlements 


THE SETTLEMENT procedure of cases 


docketed in the Tax Court is expected 
to be facilitated by the decision of the 
Commissioner that full responsibility to 
approve settlements will be given to the 
Regional Counsel of the IRS on and 
after the opening day of the session of 
case is 


the Tax Court at which the 


calendered. The old rule (and the one 
still in effect for cases not yet scheduled 
for trial) was that approval of the Re- 
gional Appellate Division was also re- 
quired. 

The question whether the require- 
ment for the concurrence of the Appel- 
late Division was desirable has been 
studied from time to time—one of the 
that of the Prac- 
titioners Advisory Group to the Mills 


subcommittee, 


most recent surveys, 


took no position. It said 
it saw advantages and disadvantages in 
the rule and merely urged further study. 


IRS audited 10% more 
returns last year 


THE COMMISSIONER reports for the year 
ended June 30, 1957, that the number 
of returns audited annually increased by 
10°, and that this increase was about 
the same for each of the various types of 
“There Commis- 


return. were,” the 


sioner said, “2,622,000 returns examined 


by the district audit divisions in this 


fiscal year. This is an increase of 233.- 
000, or 10% over the number of returns 


closed by examination of 


taxpayers’ 
books and records in the preceding year. 
Improvements in auditing procedures 
and techniques and effective utilization 
of available manpower, as well as the 
technical 
personnel assigned to the taxpayer as- 
sistance 


reduction in the number of 
program, are responsible for the 
increase. 

\lso considered by the audit divi- 
sions were some 1,747,000 returns which 
were scrutinized and closed without tax- 


payer contact. This was a reduction of 


195,000 in the number of returns closed 
by this method in this year, indicating 
improved selection of returns. This is 
attributable, for the most part, to im- 
provements in the classification program 
(selection of returns for examination) 
brought about by the establishment of 
the chief classifying officer position, and 
by information developed from con- 
tinuing analysis of the somes being ob- 
tained from audit programs.” ‘ 


Bank not liable for paying 
refund checks drawn to 
non-existent taxpayers 


A FRAUDULENT “ 
elaborate 


taxpayer” worked out an 
scheme for obtaining “re- 
he filed wholly 
fictitious tax returns for mythical per- 


attaching to each a W-2 


funds” of income tax: 
sons, he had 
prepared for non-existent employers and 
showing in each a refund of tax due. 
When the refund checks came through, 
fictitious taxpayer's 
name and usually some other equally fic- 


he endorsed the 


titious endorsements and deposited them 
in various bank accounts he had estab- 
lished. The banks, of course, put the 
checks through for collection, the Gov- 
ernment’s account was charged and the 
“taxpayer” drew the proceeds from his 
various bank accounts. The Government 
sued the banks and, of course, the bank’s 
liability depended on the law of negoti- 
able instruments. It is well settled that a 
forgery does not pass good title, so that, 


if the payee forged the name of the tax- 





of tax returns examined 
(Figures in thousands) 
Fiscal year— 


Number 


Type of return 1957 1956 
Grand _ total 2,622 2,389 
Income and profits tax, total 2,310 2,117 
Corporation 170 166 
Individual and fiduciary . 2,140 1,951 
Estate and gift tax 28 27 
Excise and employment tax' 284 245 


' Excludes examinations resulting in no tax 
change where such examination was made 
from the taxpayer's copies of returns in the 
course of an audit covering both income and 
excise and/or employment tax. The number 
of such “no change” returns thus excluded is 
941,000 for fiscal year 1957 and 964,000 for 
1956. 











then all holders’ endorsements 
had no legal effect. The Fifth Circuit 
decided that there was no forgery so 


payer, 


the Government could not recover; the 
endorser was the person, the “impostor,” 
to whom the check was drawn. The case 
was Atlantic National Bank (12/10/57) 
reported by Banking as follows: 

“The court prefaced its remarks with 
this observation: ‘We think it plain that 
this is the classic case of an impostor.’ 

“In denying recovery, the court ap- 
plied the impostor rule and held that, 
when the issuer of a check intends that 
it shall go to the person falsely pretend- 
ing to be another, in fact non-existent, 
the endorsement by the impostor of the 
non-existent payee’s name is not a for- 
gery and his endorsement passes good 
title to the instrument. 

“It made no difference, said the court, 
that dealings between the payee and 
the Treasury disbursing officer had not 
been carried out face-to-face. 

“The person intended to receive the 
checks was the endorser who had sub- 
mitted the 
payees. 
though they had been procured by his 
fraudulent representation.” w 


returns, not the fictitious 


He was the intended payee al- 


New decisions 





“Amendment” to refund claim raised 
new issue; was new claim and untimely. 
asserted 
partnership income was 


The Commissioner that tax- 
1954 


really taxable to a corporation. If the 


payer's 


Commissioner could succeed, taxpayer 


would be entitled to a refund; he there- 
fore filed a timely protective claim. After 
the time for filing had expired, he 
“amended” that claim by requesting re- 
fund of additional tax he had paid 
when the Commissioner included his 
wife’s partnership income on his return. 
The court held the validity of the wife's 
Status aS a partner was a new issue and 
could not be added to the previous claim 
by amendment. It was a new claim. ‘The 
district court dismissed the new claim as 
Scharp, 


untimely. This affirms. 


CA-9, 12/13 


court 


Tax Court has jurisdiction of hobby loss 
deficiency assessed under special time 
extension. The Commissioner assessed 
deficiencies against taxpayer under 1939 
Code section 130 (which limits the de- 


duction for hobby losses); these assess- 


ments were timely under the special one- 
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year extension granted under that sec- 
tion, though not under the ordinary 
rule. Taxpayer filed a petition to the 


fax Court which, the Commissioner 
argued, should be dismissed because the 
Code does not give the court jurisdiction 
under this ex- 


over assessments made 


tended time. The court holds there is 
no statutory authority warranting sep- 
arate procedures for assessment and re- 
view of deficiency determinations under 
Section 130; it has jurisdiction over a 
deficiency properly assessed under Sec- 
tion 130. One dissent on the ground that 
the language of the Code strictly read 
does not 


Davis, 29 


support this 
IC No. 95. 


interpretation. 


Fraud penalties incurred at assessment. 
filed 
later he 


fraudulent 
filed 


returns which overstated income and a 


laxpayer had returns 


for two years; amended 


fund of the over-assessment is con- 


cededly due. However, fraud penalties 


were asserted for these years and the 


Commissioner refused to allow interest 


on the overassessment, arguing that in- 


rest is payable only if the taxpayer is 
and that the 


not otherwise indebted 


raud penalties should be treated as due 
fraudulent 


holds that 


om the time the return 


is filed. The court fraud 
lties are not incurred until assessed 
id that interest is payable on the over- 
from of the tax 


ssessment 


payment 


intil assessment of the fraud penalties. 


This is in accord with its decision in 
M é Shipbuilding (72 Ct. Cls. 392) 
vhich it says is applicable even though 


\foore case involved over-assessments 
nd fraud penalties for different years. 


lason, Ct. Cls., 4/2/58. 


Filing form 870-TS does not bar subse- 
quent refund claim. Taxpayer signed a 
waiver form 870-TS agreeing to a de- 
ficiency assessment and agreeing not to 


refund claims. Then, after the three- 


ir period of limitations expired within 


which the Commissioner could make 
her assessments, taxpayer claimed an 
rpayment for the same year. The 
Commissioner, while admitting that tax- 

r’s undertaking not to file a refund 


| 1! 
Clalll 


was not legally binding, since it 
a formal statutory closii 
that 


vas not ig agree- 
contended should 


ment taxpayel 
be equitably estopped from asserting his 
claim. The court finds the claim for over- 
payment related to a matter nevet con- 
sidered in negotiations leading to the 
execution of form 870--TS, and since the 


Commissioner failed to show any detri- 


ment by reason of reliance thereon, tax- 
payer is not barred from now asserting 
the claim. One dissent on the ground 
that it has been held in other cases that 
mere showing of failure to assess de- 
ficiencies proves reliance by the Com- 
missioner and supports estoppel without 
proof of the amount of possible de- 
ficiencies foregone. Davis, 29 TC No. 95. 


“Totten 
transferees. 


trust” beneficiaries liable as 
Taxpayer established bank 
accounts in his own name in trust for 
At his death the 
passbooks were held by two of the bene- 


various beneficiaries. 


ficiaries, but merely, the court finds, for 
safekeeping. Thus under N. Y. law the 
transfers were still revocable. Since tax- 
payer was insolvent at death when the 
bank 
beneficiaries are liable as _ transferees. 
Est. of Schneider, 29 TC No. 100. 


accounts were transferred, the 


Tax Court petition properly brought in 
new corporate name. The Tax Court 
holds that taxpayer corporation, afte1 
an official change in name, could prop- 
erly file a petition in its new name even 
though the statutory notice of deficiency 
was made out in the original name. 
Furthermore, the fact that the corpora- 
tion was dissolved at the time of the 
suit did not prevent it under applicable 
state law from prosecuting its claim in 
its corporate name within two years olf 
its dissolution. Jerry Anderson, Inc., 29 


IC No. 102. 


Assessment on ambiguous return upheld 
despite lack of 90-day letter. The excess 
profits tax returns filed by taxpayer fon 
the years 1942-1945 were mere skeletons 
giving only its name and address and 
Stating that it regarded itself as exempt 
because of its connection with foreign 
trade. In 1945, being concerned whether 
these were statutory returns, it filed 
amended ones, complete down to com 
putation of tax, and repeated its ex 
planation of why it made no payment. 
The Commissioner entered the amount 
of tax as an assessment and did collect 
it, but never issued a deficiency notice- 
the 90-day letter which permits petition 
Tax Court. 


to the Taxpayer now sues 


the ground that, because 


for refund on 
of the lack of the deficiency notice, no 
statutory assessment was made (and can- 
not now be made because of the expira- 
tion of the time within which the Com- 
tax). 
points out that the Code specifically 


missioner Can assess Taxpayer 


authorizes refund of taxes paid without 
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a valid assessment. Commenting that it 
does not understand why the Commis- 
sioner failed to issue a 90-day letter, the 
court concludes that, given the ambigu- 
attempted 
assessment was not a nullity. Filing a 


ous amended return, the 
complete return is a self-assessment and, 
IRS 
aSSCSS- 
IRS 


treated taxpayer's return as no return, 


if payment is not attached, the 


proceeds to collection without 
ment. On the other hand, if the 
taxpayer would be subject to penalty 


for failure to file. Nor is the court 
persuaded by taxpayer's argument that 
failure to issue the deficiency notice 
denied it the right to go to the Tax 
Court and litigate its exemption without 
paying tax. It is well settled taxpayer 
could have obtained an_ injunction 
against collection of tax until the 90- 
day letter was issued. Finally, the court 
notes that the Code, in allowing refund 
where there was no statutory assessment, 
is more favorable to the taxpayer than 
the usual equity rule that refund is al- 
lowable only if the tax is in fact over- 
paid. The courts, therefore, should in- 
terpret this provision quite narrowly. 
Iwo judges dissent—the deficiency notice 
is a Statutory requirement; the court has 
no discretion to waive it. Further, the 


right to enjoin an invalid assessment 
doesn’t make it valid. Lyddon & Co., Ct. 


Cls., 3/5/58. 


Service won't disclose information on 
child support. The service may not dis- 
furnished it by the 


close information 


taxpayer's former spouse relative to 
amounts expended for the support of 
their child Rev. Rul. 58-120. 

Government's failure to send deficiency 
notice bars its suit. Taxpayer filed his 
income tax return for 1944 and received 
a refund of over $3,000. Two years later 


the Government decided that the _ re- 
fund was incorrect and sent a notice of 
proposed deficiency. 1 he taxpayer prop- 
erly protested the letter. The. Govern- 
ment assessed the tax and sues to collect 
it, but never sent a deficiency notice. 
The court dismisses the Government's 
case on the ground that, without a de- 
ficiency notice, there can be no valid 
assessment and that the statute of limita- 
tions has run on the erroneous refund. 
Williams, DC N. Y., 1/6/58. 
unsuccessful in 


Taxpayer trying his 


own case. The Commissioner had de- 
termined that taxpayer received certain 


unreported business income and that no 
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valid partnership existed between him, 
his wife and son, and disallowed certain 
deductions. Taxpayer was advised num- 
erous times by the court to engage coun- 
sel to present his case and at least two 
continuances were granted for that pur- 
pose. However, he appeared without 
counsel at the trial. The court holds he 
with 
which to overcome the presumption of 


failed to introduce any evidence 


correctness of the Commissioner’s de- 
terminations and rules against him. 


Engel, TCM 1958-52. 


Tax Court has no jurisdiction over 
petition not signed by authorized agent. 
The Tax Court holds that it has no 


jurisdiction over a petition filed by a 
father in the name of his mentally in- 
competent son; no legal guardian had 
been appointed for the son, and no 
attorney had been filed with 


the court. Engel, TCM 1958-52. 


power ol 


Extension of time for nominee stock- 
holders of investment companies. Fo 
1957 and later years, regulated invest- 
ment companies are permitted to desig- 
nate undistributed capital gains to be 
the 
tax on the gain and the shareholder is 


treated as distributed. They pay 


permitted to treat that tax payment as 
made by him and to increase his basis as 


though he had reinvested the 75% of 


A 
the gain. If stock in such companies is 
held in the name of a mere nominee, 
the nominee is required to give notice 
2439. 
who are having difficulty in locating the 


IRS 
filing the form 


on Form To aid those nominees 


beneficial owners, the grants an 


extension of time for 
until 90 days after the close of the tax- 


able year of the regulated investment 


the case of domestic 
120 days for 


nominees. News Release, IR-215. 


company in 


nominees, and foreign 


Agreement not a statutory closing; but 
equity bars refund [Certiorari denied]. 
The district court directed a verdict for 
the Government in taxpayer’s refund 
suit. The taxpayer had agreed, in settle- 
ment sue 


fund, signing form 870-AD. The agree- 


for a tax year, not to for re- 
ment is not binding, because it was not 


the closing agreement signed by the 
Secretary, the only statutory way to close 
a year. However, the district court held 
that equity bars a refund. The Com- 
missioner relied on that agreement and 
forebore additional tax and negligence 
penalties he had once asserted. It would 
be unfair to permit taxpayer to sue now 
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that Commissioner’s time for assessment 
had passed. The Fifth Circuit affirmed, 
with one dissent. Daugette, cert. den., 
Sup. Ct., 3/10/58. 


Information returns required for co- 
ownership electing non-partnership 
status. An organization which elects not 
to be treated as a partnership is required 
as a condition of the election to file a 
partnership return for the first excluded 
year and information returns for subse- 
quent years. These are Form 1096 for 
the organization 1099 
each individual who is a member, show- 


and Form for 


ing the kind and amount of income 
paid. The IRS rules that literal compli- 
ance is not there are 
large numbers of co-owners. The com- 
pary involved here operated some 60 co- 


ownerships of oil and gas properties, 


necessary when 


each having an average of 75 co-owners 
with many being members of more than 
one organization. Under these circum- 
1099 for each indi- 
vidual member is adequate if a list is 
attached showing the various organiza- 


stances filing one 


tions of which he is a member and the 
income from each. Rev. Rul. 58-132. 


Trust for children liable for donor’s in- 
come tax assessment. While there was 
an outstanding assessment against him, 
taxpayer transferred to his wife and at- 
torney, as trustees for his children, se- 
curities worth more than the outstand- 
ing assessment. The court holds that the 
securitites transferred trust fund 
for the payment of taxes. Helfenbein, 
DC Iil., 1/31/58. 


are a 


State tax-return-secrecy statute shields 
Federal return. Webb was suing a pro- 
pane gas company for damages caused 
by installing cylinders which leaked, 
caught fire and resulted in the destruc- 
tion of The gas company 
asked that the court require the plaintiff 


his house. 
to produce his Federal income tax re- 
turn. They wished to use it to find out 
whether a deduction for loss was claimed 
and so offset the damage. The court 
forbids inspection of Webb’s income tax 
return. The state statute which provides 
for the secrecy of the state returns can- 
not be defeated by requiring production 
of the Federal return with substantially 
the same information. Webb, Sup. Ct. 
Calif., 12/27/57. 


Prior judgment on predecessor’s closing 
inventory estops litigation 
inventory 


on opening 


[Acquiescence]. Taxpayer 


claimed on a consolidated return the loss 
of a subsidiary on inventory abandoned, 
The Commissioner contended that the 
value of the inventory at the beginning 
of the year was overstated. At the be- 
ginning of the year this particular sub. 
sidiary had been owned by another (un- 
related) corporation and the value of its 
closing inventory had been litigated by 
its then parent with whom it had filed a 
consolidated return. The value upheld 
then was the figure used by taxpayer as 
the opening inventory in consolidation, 
The court holds that the judgment in 
that litigation estopped the Commis. 
sioner from litigating the content and 
basis of the opening inventory. Tax- 
payer, being a successor in interest, is 
held bound by the previous judgment 
and it follows that the Commissioner is 
also bound. Seaboard Commercial Corp., 


28 TC 1034, acq. IRB 1958-13. 


Shareholder accepted partnership in- 
terest on dissolution; liable as trans. 
feree. Upon dissolution of a corporation 
in which she was stockholder, taxpayer 
received a 10%, interest as a limited part- 
ner in a partnership to which the corpo- 
rate She 


partnership agreement, 


assets were transferred. never 


signed a but 
consented to reporting her distributive 
share on her tax return. Although she 
never received a distribution of corpo- 
rate assets directly, the court finds she 
ratified her status as a partner and is 
thus liable as transferee of the corpo- 
ration to the extent of the value of her 
partnership interest. She also executed 
an IRS form admitting transferee liabil- 
ity, and the court holds this was done 
with knowledge of its 
Morse, DC Calif., 2/17/58 


legal effect. 


Assignment of contract income not prior 
to Federal tax lien. A 
signed all 


subcontractor as- 


payments to become due 
under the contract to a surety as security 
for its undertakings under the bond. 
The assignment was made before notice 
of Federal tax liens was filed. The surety 
the 
“mortgage,” 


claims constituted a 
such entitled to 
priority over the Federal tax lien. In a 
brief per curiam decision, the Supreme 


assignment 
and as 


Court holds the assignment as “inchoate 
and unperfected,” and not entitled to 
priority. Four dissenting justices find 
the instrument constituted a mortgage 
under the law of Texas, and while state 
law is not necessarily controlling, it 
should be given great weight. Ball Con- 
struction Co., Sup Ct., 3/3/58. 
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EPT relief denied book cloth producer. 
\ producer of book cloth which con- 
verted to the production of tent cloth for 
Government World 
War II is denied excess profits tax 
relief under Section 721(a)(2)(C) of the 
1939 Code. 
prove that its abnormally high income 


during taxable years 1942 through 1945 


contracts during 


Ihe corporation failed to 


was attributable to its prewar research 


and development extending over a 
period of more than 12 months. L. E. 


Carpenter & Co., 29 TC No. 63 


“New corporation” status available to 
newly organized subsidiary. A corpora- 
tion organized after 7/1/45, which 
acquired all of its assets from a parent 
in business since 1925, cannot qualify 
for preferential tax treatment as a “new 
1950 
profits tax law. The Code clearly re- 


corporation” under the €XCeSs 
quired that it must consider the time its 
parent was in existence in determining 
new. General Retail 


Corporation, 29 TC No. 69. 


whether it was 


Duplication in base period combined 
earnings to be eliminated. For purposes 
of computing the credit under Part IV 
of the 1950 excess profits tax law, an 
acquiring” corporation must eliminate 
a duplication of earnings in combining 
its base period net income with that of 
the purchased company. The regulation 
required the elimination of the pur- 
chased company’s base earnings applic- 
able when assets of the seller were used 
to acquire the new company. The court 
holds this elimination is proper even 
though the acquiring corporation has 
a negative base 


] ake 


period net income. 
Crate? Machinery Co. 29 TC 
No. 67. 

Customers’ notes discounted not EPT 
borrowed capital. Because state law re- 
stricted the amount taxpayer could bor- 
row from its bank by outright loans, it 
discounted installment notes receivable 
made by its customers. The court held 
that since taxpayer was only contingent- 
ly liable on these notes, its liability aris- 
ing only if the customer defaulted, they 
do not constitute borrowed capital for 
purposes of the Korean excess profits 
tax. The court also refused to allow re- 
lief for disruption of taxpayer’s produc- 


ew excess profits tax decisions — 


tion during the base period by virtue of 
a strike in a supplier’s plant and moving 
of its own plant. Taxpayer failed to pro- 
duce evidence of a causal relationship 
between these events and a diminution 
of its operations. Burford-Toothakei 
Tractor Co., DC Ala., 1/10/58. 


Good will found to have been pur- 
chased; basis for EPT invested capital. 
In 1927, two national banks consolidated 
to form the taxpayer. Immediately, and 
as part of the same plan, the assets of a 
state bank were acquired. The share- 
holders of the state bank received stock 
of the consolidated bank having a value 
$500,000 greater than the tangible assets 
transferred. The taxpayer now contends 
this $500,000 represents purchased good 
will which has a basis for EPT invested 
while the 
sioner contends there was a nontaxable 


capital purposes, Commis- 
reorganization requiring a carryover of 
the transferor’s zero basis. The transac- 
tion was considered a “‘purchase” in all 
of the documents of transfer. Only 81°, 
of the state bank’s assets was acquired by 
the taxpayer. From these facts, the court 
concludes that there was not a nontax- 
able reorganization and the good will 
has a basis of $500,000. National Bank 
of Commerce, DC Va., 2/4/58. 


Royalty income from the mining of 
tungsten subject to EPT. Section 731 of 
the 1939 Code exempts income from the 
mining of tungsten and other strategic 
materials from the World War II excess 
profits tax. Taxpayer assigned mining 
properties containing tungsten in return 
for a 5% royalty on all tungsten ex- 
tracted by the assignee. The Tax Court 
held that the royalty was not exempt 
from excess profits tax, as taxpayer was 
not engaged in the actual mining of the 
This 


Mines 


material. court affirms. 


Co., CA-9, 2 


strategic 
United 
3/58. 


Mercury 


Can use base period of bank taken over 
by assuming its liabilities. The EPT 
regulations provided that a bank which 
purchased another could not add the 
base period earnings of the seller to its 
own to determine its earnings credits; 
that would be a duplication. However, 
if it increased its capital and used the 
increase to acquire another bank, it 
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could add the seller’s experience. In 
Rev. Rul. 56-163, the IRS had taken the 
position that acquisition of a bank for 
which the consideration was assumption 
of its deposit liabilities came under the 
first rule and did not increase the pur- 
chaser’s credit. However, this issue was 
presented in National Bank of Com- 
merce of Seattle and the Commissioner 
was overruled. In accordance with its 
acquiescence in that decision, the IRS 
revokes Rev. Rul. 56-163 and rules that 
the acquiring bank which assumes the 
seller’s deposit liabilities may use the 
seller’s base period experience. Rev. Rul. 
58-42. Similarly National Bank of Com- 
merce of Seattle, 27 TC 162, acq. IRB 
1958-7. 


PHC has no EPT credit carry forward 
to operating years. ‘Taxpayer corpora- 
tion was a personal holding company 
prior to 1943, when it became an operat- 
ing company. The court holds that it 
is not entitled to any unused EPT credit 
from the period when it was a personal 
holding company and not subject to the 
excess profits tax. Sunswick Corp., DC 
N. Y. 2/14/58. 


EPT relief denied for failure to estab- 
lish change in business. A cotton mill 
is denied excess profits tax relief under 
Section 722(b)(4), having failed to prove 
a change in the capacity for production 
after 1939 as a result of a course of ac- 
tion to which it was committed prior to 
1940. While taxpayer showed that it had 
a plan to change production, it did not 
show that it had committed itself to this. 
Royal Cotton Mill Co., 29 TC No. 84. 


World War I EPT invested capital de- 
termined [Acquiescence|. Taxpayer was 
incorporated in 1889 and issued $300,- 
000 of stock. The books of the corpora- 
tion indicated that at least part of the 
stock was issued for the plant and good- 
will of the predecessor partnership. 
Local incorporation law provided that 
stock was to be issued only for cash. Be- 
cause the original incorporators were 
The 
Board holds for the taxpayer that the 
stock is to be valued at $300,000. Wash- 
ington Post Co., 10 BTA 132, acq. IRB 
1958-11; prior non-acq. CB 1931 with- 
drawn. 


dead, there was no_ testimony. 


Can’t use base-period earnings prior 
to split-off of assets. During the base 
period taxpayer transferred part of its 
assets to a new subsidiary. The court 
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holds that, under these circumstances, 
it is denied the use of its own base- 
period experience; it must follow the 
rules for component corporations which, 
in effect, give the experience to the 
corporation with the assets. Wood 
Mosaic Co., DC Ky., 2/20/58. 


Deficiency asserted in answer in a Sec- 
tion 722 proceeding barred by limita- 
tions. A deficiency claimed by the Com- 
missioner in an answer to a_ petition 


based upon a disallowance of a Section 
722 claim is barred by the statute of 


limitations if it was barred when the 
notice of disallowance was mailed. Cen- 


tral Paper Co., Inc., TCM 1958-48. 


June 1958 
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ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 








POSITIONS WANTED 


Attorney, married, 26, ending military 
service shortly, seeks career position in 





tax work in or near NYC. 
in accounting and individual taxation, 


real estate and military law. 


Young attorney—two years legal exper- 
ience, three years accounting experience, 


interested in taxation, 


law firm in NYC area. 
3-9177 or write Box 141. 


ATTORNEY — Cornell 
position. MBA taxation. 
school grades. Law Review. 
versified public accounting experience. 
Admitted New York Bar 


\ge 25. Box No. 142. 
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outlined, 8JTAX174, Mar58, lpp 

holding company 

When to organize foreign holding com- 


panies, Brainerd A W 8sJTAX118, 
Feb58, 4pp 
income 


Place of sale, final regulations clarify 
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Overall picture of US taxation of for- 
eign income; suggested changes, 
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IRS fraud and collection procedures im- 
prove, says IRS, 8JTAX373, June58, 
2pp 
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ing, Avakian S S 8JTAX122, Feb58, 
Ipp 

Variety of tax evasion problems, brief 
review, notes on IRS investigations, 
Bloomenthal L 7ClevMarLR132, Jan 
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Capital losses in hedging transactions? 
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Income from meals, lodging and mov- 
ing allowance furnished by employer; 
critical analysis; history; comprehen- 
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Riordan J Q 8JTAX179, Mar58, 4pp 
PROPERTY TAXES 


Federal property used by 
terests subject to property tax, Sup 
Ct rules, 8JTAX357, June58, 2pp 

Assessment of local property; criticism 
of current, Moore F C 8JTAX144, 
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